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THE JouRNAL takes pride in presenting this symposium. It 
contains the opinions of six able men, each of whom has won a 
national reputation in his own field, on a question of vital present 
importance. Three of the contributors may be classed as dis- 
tinctively practical men and three as theorists, though they are 
all practical men in the sense of being closely in touch with live 
facts, and all theorists in the sense of being able to think clearly 
about the principles underlying the facts. The six men represent 
widely divergent points of view. One is the newspaper editor 
and champion of popular thought; one is a well-known con- 
tributor to magazines and student of finance; two are university 
professors ; two are railroad officials. 

The surprising feature of the symposium is the agreement 
among these six men as to fundamental principles. Their wide 
differences of training and interests do not drive them into violent 
opposition. On the contrary, we must conclude—and it is a con- 
clusion of great importance—that no such sharp division of 
opinion on this question of railroad capitalization exists among 
intelligent and fair-minded men as the loose talk of the yellow 
press and the rabid partisans on both sides has led us to suppose. 

The contributions to the symposium come in reply to the 
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following letter from the editor of THE JouRNAL OF 
ACCOUNTANCY: 
My dear sir:— 

We shall print in our September issue a symposium on Railroad 
Over-Capitalization, to which I trust you will consent to contribute a 
short article. 

I should like each contributor in the course of his remarks to discuss 
the following questions: 

1. Are American railroads over-capitalized? 
2. By what test would you judge capitalization to be excessive? 

In other words, should the amount of capital be based on the cash 

actually invested, on the cost of replacing the property, on the earning 

power, or on some combination of these factors? 

3. Granting that over-capitalization exists, has it worked any 
injury or any benefit to railroad security-holders, or to the public? 

4. Are freight and passenger rates determined or affected by 
capitalization ? 

5. Do you think the proposed federal revaluation of railroad 
property would be a good thing? 

6. Is any remedy for the present situation needed? If so, what 
have you to propose? 

Letters similar to this are going to a number of leading accountants, 
economists, railroad and business men. I trust that the answers of 
yourself and of the other gentlemen invited to contribute will help to make 
more distinct the issues between the advocates and the opponents of 
railroad revaluation, and to indicate the trend of intelligent opinion. 

Very truly yours, 
FRENCH JOHNSON, 
Editor. 


There is no doubt expressed but that over-capitalization in 
some senses of the word exists. Professor Taylor is especially 
careful in stating his judgment on this point. ‘“ Over-capitaliza- 
tion,” he says, “is often used for capitalization merely in excess 
of the cost of production or reproduction of the plant.” He 
would prefer to use the term, however, to indicate a capitalization 
in excess of a fixed earning power, say five per cent. In both 
senses American railroads, as a whole, are over-capitalized, for 
the average return on railroad company stock is nothing like five 
per cent., and the materials for construction are certainly cheaper 
now than they have been in the past. 

As to whether railroad capitalization at present exceeds to any 
great extent the amount of cash actually put into the property 
or not, there is some difference of opinion. The two railroad 
officials think that in this sense there is no over-capitalization 
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because of the enormous sums which have been taken out of 
railroad earnings and invested in permanent improvements ; and 
in a general way Professor Taylor may be said to agree with 
them. Mr. Carl Snyder seems to infer that over-capitalization in 
this third sense exists, but explains it as partially the result of a 
ten years’ steady depreciation in the value of gold. This is a 
novel and interesting explanation. There is much force in his 
argument that the returns to investors in railroad securities are 
bound to increase by one means or another in proportion to the 
increase in returns on other property. 

The difference of opinion expressed as to the injury received 
by investors through over-capitalization is merely a difference 
of emphasis, not of principle. Those who are constantly dealing 
with intelligent investors are inclined to pooh-pooh the idea that 
anybody buys stock because it has a high nominal value. The 
two professors, on the other hand, emphasize the possible deceit 
practised on ignorant investors. It is strange that no one of our 
contributors has mentioned the stock argument for willful over- 
capitalization of new enterprises, namely, that it helps to attract 
that unfortunate, but necessary, individual, the “ speculative 
investor.” 

The crux of the whole problem of railroad capitalization is 
the question as to whether freight or passenger rates depend 
upon capitalization or not. One contributor, Mr. Victor Rose- 
water, stands alone in the belief that a railroad may exact from 
shippers “exorbitant charges in order to pay the owners more 
than they are entitled to on a basis of value that is speculative 
rather than substantial.” The other five attack this opinion. Mr. 
Snyder ridicules it very effectively. Professor Taylor thinks 
that an excessive capitalization might encourage managers to 
spend money in dividends instead of in betterments and thereby 
hold up rates in the long run higher than they would otherwise 
be. Professor Fisher does not admit even this indirect and almost 
imperceptible influence. He says: “It is one of the most mis- 
chievous and yet persistent fallacies that the value of a property 
determines the prices which can be charged for the use of it.” 
Mr. Stuyvesant Fish says: “ The capitalization of railroads has, 
and can have, no bearing whatever on the rates charged.” Mr. 
Delano says: “I have never known of rates being based on 
capitalization.” So far as the symposium shows, then, experience 
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and theory fight together in opposition to the popular opinion, 
which Mr. Rosewater apparently approves, that high capitaliza- 
tion means high rates. The truth, in our judgment, is that the 
amount of profits determines the capitalization, and that high 
profits may be the result sometimes of high rates, but more often 
of low business-building rates. 

The answers to the previous questions indicate clearly enough 
the attitude of the six contributors toward the proposed federal 
valuation of railroad property. Mr. Rosewater thinks it would 
be “a good thing for all concerned.” Professors Taylor and 
Fisher think it would be desirable for the sake of investors. Mr. 
Delano and Mr. Fish declare it to be unnecessary, expensive, and, 
in Mr. Delano’s words, “interesting purely as an academic 
proposition.” It is worth while to note that Professor Fisher 
and Mr. Delano assert that the true remedy for whatever 
excessive capitalization exists is to be found in hard times, or, in 
other words, in the inevitable working of economic law, rather 
than in governmental regulation. 

On the whole, the result of the symposium is distinctly un- 
favorable to the view that a revaluation would be worth the 
trouble and expense of making it. If it is true that capitalization 
does not affect rates and that market quotations afford a better 
test of a railroad’s true value than any governmental inspection 
could ever offer, there seems to be small reason for carrying out 
the plan. It may be claimed, to be sure, that while rates are not, 
they ought to be, based on some rigid valuation of railroad 
property. But a principle of that kind would, in practice, lead 
to such absurd inconsistencies, as Mr. Snyder points out, and 
would involve so radical a revision of all traffic methods that it 
is seldom definitely stated or advocated. 


Over-Capitalization Injures the Public. 
By Victor Rosewater, Pn. D., 
Editor, Omaha Bee. 


From the standpoint of investors, a railroad property is over- 
capitalized only when it fails to pay full interest and dividends 
on all the stocks and bonds secured by it. From the standpoint 
of the public, a railroad is over-capitalized when it is stocked 
and bonded for more than it could be reproduced. From the 
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standpoint of the shipper, a railroad is over-capitalized when it 
exacts from him exorbitant charges in order to pay the owners 
more than they are entitled to on a basis of value that is 
speculative rather than substantial. 

That over-capitalization works an injury to the public seems 
to me to go without saying. We have had a very lucid example 
in the manipulation of the Burlington railroad. The stock of the 
Burlington was bought and impounded by James J. Hill, who 
issued in exchange therefor Great Northern bonds at two for 
one. In other words, he established a fixed charge of an 8 per 
cent. interest account for all time to come in place of a variable 
dividend charge, which would go up and down with the prosper- 
ity barometer. Should the earnings of this railroad previously 
have fallen it could have omitted a dividend. Should its earnings 
now fail to meet the interest charges, it would be thrown into the 
hands of a receiver. This evil grows entirely out of the 
pernicious method of over-capitalization, and is separate and dis- 
tinct from the injury inflicted by mere stock jugglery for Wall 
Street gambling. 

As to the relation between freight and passenger rates and 
capitalization, the railroad spokesmen seem within the past few 
years to have veered completely around. Stuyvesant Fish has 
recently voiced their present position (Address at Columbia 
University, June 10, 1907), that “the capitalization of railroads 
has and can have no bearing whatever on the rates charged.” 
On the other hand, when Nebraska in 1893 undertook to estab- 
lish maximum freight rates, the railroads attacked the validity 
of the law on the ground that it was confiscatory in failing to 
provide adequate returns upon the capital invested, and they 
succeeded in having their view accepted by the United States 
Supreme Court. In that case (“ Smyth vs. Ames,” decided 
March 7, 18908, and reported in 169 U. S.), the comprehensive 
opinion handed down for the court by Justice Harlan contains 
this declaration : 


We hold, however, that the basis of all calculations as to the reason- 
ableness of rates to be charged by a corporation maintaining a highway 
under legislative sanction must be the fair value of the property being 
used by it for the convenience of the public. And, in order to ascertain 
that value, the original cost of construction, the amount expended in 
permanent improvements, the amount and market value of its bonds 
and stocks, the present as compared with the original cost of construc- 
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tion, the probable earning capacity of the property under particular rates 
prescribed by statute, and the sum required to meet operating expenses, are 
all matters for consideration, and are to be given such weight as may be 
just and right in each case. We do not say that there may not be other 
matters to be regarded in estimating the value of the property. What 
the company is entitled to ask is a fair return upon the value of that 
which it employs for the public convenience. 


In some other cases the courts have held that what a railroad 
is worth for taxation it is also worth as a basis for rate fixing 
and earning capacity and vice versa. In another place (Political 
Science Quarterly, March, 1903) I have stated what elements, 
in my judgment, should be taken into account in the determina- 
tion of values for assessment for taxation, and I believe the 
purpose for which the appraisement is had would warrant a 
difference in the method of arriving at the value and, perhaps, 
in the valuation itself. When we assess property for taxation, 
we endeavor to ascertain what is its fair market value under 
normal conditions. When we seek a valuation as a basis for 
rate fixing we try to ascertain what its earning capacity in justice 
should be. The actual quotation of stocks and bonds on the 
market includes a speculative element, which does not necessarily 
figure in administrative values, and all of these might still vary 
some from a physical valuation of the railroad as an engineering 
and structural achievement, which would aim solely at the cost 
of reproduction. Yet there should not be much variation 
between valuations reached by each of these methods. The 
tendency would be, under stable conditions, for them to 
approximate constantly toward identity. 

For these reasons I think a revaluation of railroad property 
would be a good thing for all concerned. It is not so important 
who makes the valuation, whether federal or state authority, or 
the railroad people themselves subject to review, providing it is 
honestly made and given full publicity. It would be of no benefit 
unless followed up by legislation designed to prevent future 
stock watering, if not to squeeze the water out of existing stocks. 


The Real Evil is to the Railroad Itself. 


By Cart SNYDER, 
Author of “ American Railways as Investments.” 


The question of over-capitalization has been befogged by 
prejudice, and the tendency to generalize on a scant acquaintance 
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with the facts. Let us endeavor for a moment to think in 
particulars, and illustrate the difficulties of this subject. 

There was a road in Texas built along a river bank. Presum- 
ably the engineers tried to locate it safely. It was scarcely down 
when a freshet swept it utterly away. It was an absolute loss. 
Supposing it cost $10,000 per mile to build, and as much more to 
replace: was $20,000 per mile a legitimate basis of capitaliza- 
tion, or $10,000? Should the replacement be charged to capital 
account or against earnings that did not exist? 

Again, some years ago the Atchison suffered severe losses 
from floods. A great sum was expended in endeavoring to fore- 
stall a similar disaster. What part was legitimately chargeable 
to new construction? As a matter of fact it was all paid for from 
earnings. But the fact is reflected in the price of Atchison 
stock. Is this a public crime? 

The Southern Pacific has suffered in the same way as the 
Atchison. It made no similar provisions against the future, and 
this last year its losses have been very heavy. Should the 
Atchison be fined for its foresight? If its percentage earnings are 
high, should its rates be reduced? Is it sinful to capitalize good 
management ? 

In the long depression of 1893-97, the Great Northern was 
earning a dollar more per train mile than its rival, the Northern 
Pacific. The sheriff took the latter, while the Great Northern 
paid 5 per cent. straight through. This was “ Hill management.” 
In the last nine years, the average cash returns to Great North- 
ern shareholders have been, in dividends and “ rights,” around 17 
per cent. annually, or, including the ore-certificates, at their top 
price, around 27 per cent. annually. The Great Northern’s 
average rates are the lowest of the five big trans-continentals in 
the United States. Other roads have paid from 4 per cent. to 
7 per cent. Should the Great Northern’s rates be reduced, 
because the capital return has been enormous? Should the men 
who stood behind James J. Hill, when he persevered in building 
what was derisively called “ Hill’s Folly,” be deprived of the 
fruits of his genius for railroading? 

The Great Northern’s new mileage has been constructed by 
the road itself, or taken over at cost. The shareholders have 
had the benefit. On many roads a big rake-off has gone to 
insiders, via a profitable “ construction company.” If percentage 
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of earnings be taken as a test of just rates, in this case (the 
Great Northern’s percentage being exceptionally high), honesty 
would be fined. Are we ready for this? 

The Southern Railway’s operating expenses are so high it is 
barely able to earn its fixed charges. The Pittsburg & Lake Erie 
earned last year around 75 per cent. on its stock. Yet the aver- 
age rates on the Southern are among the highest in the United 
States, and the Pittsburg & Lake Erie’s among the lowest. 
Should the Southern’s rates be reduced because they are high? 
Should the Pittsburg & Lake Erie’s be reduced because its stock 
earns 75 per cent. a year? 

These are instances of the practical questions that would have 
to be met. Obviously the only possible interest of the general 
public, the traveling and shipping public, is in rates. But what 
the average trust smasher and corporation regulator seems never 
to be able to understand is that practically the question of 
capitalization never enters into rate-making at all. 

The proof of this is that if high capitalization could make 
high rates, every railroad in the country would be capitalized 
more or less alike, i. e., on the same basis. As a matter of fact, 
the percentage of earnings on nominal capital varies all the 
way from 2 or 3 per cent. to 12 and 15 per cent., and this with 
roads in the same territory, the same sort of traffic, and the same 
general rates. 

The Chicago Great Western is an instance of grotesque 
“ over-capitalization,” over a hundred thousand dollars per mile. 
The Northwestern, the St. Paul, and the Burlington, in the same 
territory, have a very low capital per mile, about $30,000, aver- 
age. Yet the Great Western’s rates are the lowest. Similar 
instances would fill a volume. 

As the veriest tyro at railway economics knows, the railway 
manager strives at the largest profit his capital can earn. If the 
profit can be increased by reducing a rate, this the intelligent 
manager does. In the notorious case of the Alton, stock- 
watering was actually followed by a heavy decrease in the aver- 
age rate in freights. But this was no case of cause and effect. 
The Alton’s managers simply took the best rate they could get, 
and hold their traffic, or gain new. 

After all it does cost something to haul cars, keep up track, 
stations, ete—over $70 for every $100 taken in. No other busi- 
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ness in the United States is run on so narrow a margin of profit. 
The $30 left goes to pay for borrowed capital, for improvements, 
and dividends. The shareholders get less than 10 per cent. of 
the gross income. This means that if every dollar of railway 
stock were “ water” (and some of this stock has been actually 
paid for, in subscriptions, by the shareholders, at the rate of 
$150, and $175 in cash, for every $100 share), and all the share- 
holders’ returns were confiscated, and their income applied in 
reducing freights and fares, the reduction would be less than 10 
per cent. 

This is what all the foolish, ignorant or basely demagogic 
prattle about “ over-capitalization ” means. 

This is the specific side. Take a larger view. We do busi- 
ness on, our money standards rest on, a highly unstable, and 
widely fluctuating basis—gold. For ten years we have had a 
steadily depreciating currency; the barter value of gold has 
fallen at least one-third. 

As a result (disregarding the present slump) the market 
value of the railways, the price of stocks and bonds taken 
together, rose at least one-half. In considering capitalization, 
shall we take this inflation “value,” or consider the original 
cost? To do the latter would be to take from the present holder 
(more or less of) one-third of the marketable value of his 
property, because all things else have risen in proportion. 

Does any one seriously propose this? 

Again, currency inflation means, contrary to popular supersti- 
tion, higher rates of interest. Seven per cent. now is more or 
less the equivalent of 5 per cent. ten years ago. This is seen in 
the fall in the price of every sort of bonds. Shall the railway 
shareholders alone be held to a 5 per cent. basis? If not, a 7 
per cent. basis now means (more or less) higher freight and 
passenger rates. Yet in the face of a recognized increase of 
about 50 per cent. in the cost of railway operation, last winter 
twenty-two states joined in the crusade to reduce rates. 

I do not think there is any competent judge who believes that, 
right of way values and all considered, our railways as a whole 
could now be replaced at their present net capitalization (about 
ten billions), or at their present market value. If investors in 
railways had been held to a 4 per cent. basis (the actual average 
return on the par value of all the stocks and bonds is less than 
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4 per cent., even in the flush times of 1906-07), the railways 
would never have been built. Everywhere else the investor could 
gain from 6 to Io per cent., often 15 and 20 per cent. In the 
present wave of hysteria one might believe it was sinful that the 
railway owner should have an equal return. 

A very large part of the increment over cost lies in the 
increased values of terminals and favored rights of way. I sup- 
pose the Pennsylvania’s various avenues into Pittsburg are 
worth, without a copper of track or human labor expended 
thereon, a hundred millions, or more. All this, and its like in 
New York, Chicago, and elsewhere, cost, originally, very little. 
Has the Iowa farmer, has John Jacob Astor, a right to the 
increased value of his land? Personally I do not think so, but 
that is a matter of taste. We cannot descriminate against the 
two million men, women, and children who actually own our 
railways. That is not the law. 

Of course, the real wrong of “ over-capitalization,” when, 
individually, as tested by the investment return, it exists, is to 
the railroad itself. The road cannot grow along healthy lines. 
This I have endeavored to make clear in a recent volume on 
“ American Railways as Investments,” to which the interested 
reader is referred. 


Over-Capitalization Should be Against the Rules of the 
Financial Game. 
By W. G. Lancwortuy TAyYLor, 

Professor of Economics in the University of Nebraska. 

Whether a railroad is over-capitalized or not depends upon 
whether it is capitalized in excess of its earning power, or, in 
other words, so as to make its capital express a par value of 
principal over, say, twenty times that of its total net income in 
the form of interest and dividends. There is nothing morally 
wrong in capitalizing any corporation up to the point where the 
earnings afford the market rate of interest to an investor. 

However, the term “ over-capitalization” is often used for 
capitalization merely in excess of the cost of production or 
reproduction of the plant. In that case the innuendo of immo- 
rality is directed against the apparent profession that the plant 
cost more than it really did. The distinction in the imputation of 
wrong in the two cases is precisely that between the utility school 
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of value and the cost of production school. The utility school 
has pretty nearly convinced the world of science that there is 
nothing morally wrong in accepting the valuation that the pur- 
chaser places upon goods and services. It is from this point of 
view that I prefer to use over-capitalization, in the sense of 
capitalization in excess of the earning power. 


Nevertheless, there are certain advantages in having the cap- 
italization closely follow the cost of production. In that case the 
whole condition of a corporation can be read by comparing the 
market value of the shares with their par value, and we lean 
towards an excess of caution. This record is only partially 
erased when capitalization is extended so as to cover a soberly 
estimated earning power; and there is nothing immoral in so 
extending it. But the record is wholly erased when the capital- 
ization is based simply upon hypothetical, imaginary, and exag- 
gerated earning power. The last case can only be explained by a 
desire to promote over-speculation by holding forth to the public, 
which is in possession of surplus funds seeking investment, the 
delusion of impossible expected profits. 

This is the kind of over-capitalization that we must all con- 
demn. It is idle to say that the market price of the securities is 
a sufficient record of value, and hence that the nominal capital- 
ization is immaterial. This defense of wild-cat capitalization 
would be more valid, if, like the German Kuxen, or codperative 
mine shares, corporation shares did not mention any par value. 
The present system, however, is but a part of an elaborate 
scheme of promotion whereby investors are induced to believe 
that the prospects of an enterprise are preternaturally bright. 
Perhaps it belongs to the same order of deceit as the beautiful 
engraving of stock certificates. Says a writer on the Argentine 
Crisis of 1890, “ Possibly the American Bank Note Company 
and Messrs. Bradbury, Wilkinson & Co. could tell how many 
square miles or tons weight of billetes were rolled off their 
presses and shipped to Argentina; but the joint returns of those 
two great establishments would not represent a quarter of the 
total production. In Buenos Ayres the South American Bank 
Note Company turned out notes and shares by the league: for 
two years every printing press in the republic went to work 
merrily and unceasingly on the fabrication of notes, shares, 
bonds, cedulas, vales, and every description of guaranteed paper. 
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The grand total of the stuff would probably, if placed together, 
suffice to plaster the whole province of Buenos Ayres, and the 
greater part of the Pampa.”* 

Anyone can calculate the returns on a two per cent. share 
sold at fifty per cent. on the dollar; but countless persons are 
unable to resist the suggestion that the share of par value of a 
hundred dollars should yield five dollars per annum, and hence 
will yield it. Just as in architecture the construction of a build- 
ing should show forth outside and inside, so in finance the 
record of capital, loan, and profit should show forth on the face of 
the securities. As already remarked over-capitalization in the 
sense of capitalization in excess of cost of production serves to 
erase part of this record; capitalization in excess of earning 
power finishes the job—it erases the whole record: it deceives 
the uninitiated, and it provides the initiated with means of 
deceiving others. 

It is doubtful if over-capitalization can increase freight or 
passenger rates on railroads, since railroads, like other businesses, 
follow the theory embodied in the Austrian school of value: 
they charge what the traffic will bear. But it must encourage 
the managers of railroads to divert into stock dividends funds 
that otherwise would go to betterments; or, to put it in other 
words, a restricted capitalization will encourage railroad directors 
to put their surplus into betterments and reserve funds where 
it is needed. 

The fact is that railroad capitalization, like that of all other 
enterprises, has followed the fluctuations that more or less regu- 
larly have accompanied the ups and downs of prosperity during 
the last century. When hopes of future return have welled 
high in the human breast, capitalization has swelled upwards 
correspondingly ; and when profits have failed to materialize, and 
despondency has seized our hearts, receiverships and reorgan- 
izations take the boards, and the Moloch of stern facts decrees a 
general period of fasting and prayer for the sake of the writing 
off of value depreciation. 

Whether on the whole the writings-off have adequately 
squeezed out the water in excess of earning power may perhaps 
be questioned. In the long run the correction is probably ade- 
quate. The last great period of writing-off occurred in 1894, and 

*Thomas A. Turner, Argentina and the Argentines, p. 254. 
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the three or four years following. The report of the Interstate 
Commerce Commission for 1894 states that on June 30, 1894, 
“there were 192 railways in the hands of receivers, of which 126 
have been consigned to receiverships during the previous twelve 
months. . . . The mileage of lines operated by these 
defaulting companies was 40,818.81 miles. . . . The total 
capitalization of roads in the hands of receivers was about 
$2,500,000,000, that is to say, one-fourth of the total railway 
capitalization of the country.” And yet if we look over the nine 
quarto pages of enumerated railroads and calculated returns to 
investors (table A) in bulletin 21 of the Census Bureau (Com- 
mercial Valuation of Railway Operating Property in the United 
States, 1904), we find that three years ago there were very few 
roads that did not yield above three and one-half per cent., a 
majority yielding over four per cent., and a great many yielding 
higher per cents. 


From this we may infer that the writing-off process was 
fairly effectual, if judged by the utility standard of value, i. e., 
the capitalization had been brought down to what the traffic would 
bear. The crime of over-capitalization is always followed by the 
pains of reorganization; but these are alleviated by a certain 
poetic justice: for conservative small capitalists become pot- 
hunters of bargains, which the rich men, i. e., manufacturers of 
“ extension-credit,” are compelled to throw overboard on the 
reckoning-day. The “rich men’s panic” is not generally taken 
into consideration when our radical reformers and State social- 
ists descant on “the money power.” “When completed, the 
Union Pacific was liable for . . . a total of $110,000,000, 
easily four times what the construction of the line would cost 
now.” But the crime of the Credit Mobilier cost the country 
twenty years of mis-spent agitation on the silver question in a 
vain attempt of the “plain people” to take revenge on the 
“money power.” Of course, these extreme reactions are not 
desirable. 


If we except prosecution for criminal conversion of trust 
funds, the only remedial measure open to the public by way of 
legislation, and apart from the relief offered by the periodical 
organic revulsion of industry, is supervision and regulation of 
securities. A short cut to test the legitimacy of business oper- 
ations is to apply the rules of sport. All business competition is 


330 


The Journal of Accountancy. 


essentially warfare, and the simple question is whether the com- 
batants are carrying on their warfare in an up-to-date fashion; 
in other words, whether they are observing the accepted rules 
of the game. In each game experience has laid down certain 
practical rules. The fisherman must not dynamite the pond, but 
must use hook and line ; the warship must not capture non-contra- 
band goods carried in neutral ships; and the financier, in his 
lust for industrial supremacy, must not corner the total supply 
of a commodity with the attendant temptations of fraud of all 
sorts; nor must he employ trust funds or a confidential office for 
his own profit in any way. 

“The Union Pacific and the Oregon Short Line Companies, 
from June 30, 1906, to February 28, 1907, purchased stocks and 
paid on subscriptions to stocks in railway and other transporta- 
tion companies . . . $131,970,018.46.” (Report of Inter- 
state Commerce Commission, July 13, 1907.) Is this burdening 
of property not wholly your own, with debt, in order to create a 
“ system,” fairly within the rules of the game? Is there no vio- 
lation of trust involved? Perhaps legislation can do something 
in such case, especially if the public clearly apprehend the rules 
of the game. If, however, trust funds of this nature are employed 
for the profit of the manipulator, a further question is raised; 
and the question becomes more pertinent if an officer or director 
of a corporation uses his inside knowledge, or, still more perti- 
nently, manipulates the affairs of the corporation in order to gain 
private profit by the use of his own private capital. 


It is astonishing that the fiction of an artificial person,—the 
corporation,—has so imposed upon the courts that they have per- 
mitted in a director so many acts that they would never permit in 
a guardian or trustee. No director or higher officer of a corpo- 
ration should be allowed to keep a cent gained by his knowledge 
of, or influence upon the policy of the corporation of which he is 
the servant. He should not be allowed to put himself in the 
position wheré, even though he use his own funds, he may be 
tempted to abuse of official influence, and hence to breach of 
good faith toward stockholders, creditors, and patrons. It is not 
too much to say that the rules of the game should be pushed this 
far. Enormous fortunes are made out of stock manipulations 
that clearly come under this head, and without them the great 
railway combinations would be smaller, slower in development, 
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and less threatening. Some of this abuse could be prevented by 
government regulation of stock issues, and the rest could be 
punished if the courts would only apply the general principles 
of trust equity more vigorously. Business relations are human 
relations, and corporations are a method of organizing those 
relations for greater efficiency, and were not intended to protect 
breach of trust. The rules of the game should be observed more 


rigorously by corporations than by less organized collections of 
persons. 


A Revaluation Would Show Simply the Extent of 
Under-Capitalization.* 
By Stuyvesant Fisu, A. M. 

So much has been said about the alleged over-capitalization of 
railroads, and so many glaring instances of rascalities in respect 
thereto have been brought to light, some of them even in recent 
years, that the public have come to believe that the railroads as a 
whole are over-capitalized. I am free to admit that prior to 1880 
the American railroads taken as a whole were over-capitalized 
in the sense that the sum total of their bonds and shares then 
outstanding exceeded the value, although it did not then exceed 
the cost of their property. Since that time, however, railways as 
a whole have gone through an era of tremendous under-capital- 
ization, through the application of net income to betterments, and 
through reorganizations, which were forced on many of them 
in the bad years following 1893, when for a long period fully one- 
quarter of the railway mileage in the United States was in the 
hands of receivers. Bonds stipulating for the payment of high 
rates of interest, six, seven and eight per cent., and secured by 
mortgages, were funded into other bonds, often for less amounts, 
and always at a much lower rate of interest. 

The latest report of the Interstate Commerce Commission 
on Statistics of Railways in the United States is that for the 
year ended June 30, 1905. It states (pp. 56-57) that the total 
of stocks and bonds, not owned by railroad companies, was: 

$7,126,673,041 
9,940,853,945 


This shows an increase of.... $2,814,180,904 


*From an address at Columbia University, June 10, 1907. 
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or less than four-tenths, to be exact 39.49 per cent., in the total 
of stocks and bonds outstanding in the hands of the gencral 
public. 

In those same fifteen years the number of miles of line has 
been increased in almost exactly the same ratio, to wit, 38.73 per 
cent., but the mileage of second, third and fourth main tracks has 
been more than doubled (increase 103.70 per cent.), and that of 
yard tracks, sidings and spurs has been increased by over four- 
fifths (83.74 per cent. ), while the length of all the tracks has 
increased by more than one-half (53.49 per cent.). The number 
of engines has been increased by nearly one-half (49.50 per cent.). 
and that of cars of all kinds by more (50.16 per cent.). Grades 
and curves have been reduced, stone and iron bridges substituted 
for wooden structures, the average weight of rails has been in- 
creased by fully one-quarter, and the capacity of engines and 
cars in a much greater ratio. Interlocking devices, air brakes, 
automatic couplers and other safety devices have been added, and 
terminals vastly enlarged. 

The true way to look at this question, however, is in regard to 
the service rendered, for the value of a machine (and a railroad 
is but little more) grows very nearly in proportion to the volume 
of its output. Our railroads carried: 

Of passengers one mile, 


In 1890 ..... 11,847,785,617 
And in 1905.. 23,800,149,436 


Increase .. 11,952,363,819 or 100.88 per cent. 
Of tons of freight one mile, 


In 1890 ..... 76,207,047,298 
And in 1905. .186,463,109,510 


Increase ..110,256,062,212 or 144.68 per cent. 
And adding these two somewhat dissimilar items together we 
find that the railroads rendered to the public: 
Of units of service, 


In 1890 ..... 88,054,832,915 
And in 1905. .210,263,258,946 


Increase . .122,208,246,031 or 138.79 per cent. 
I submit that apart from the great improvements in their 
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tangible property shown above, our railroads which are now 
rendering nearly two and a half times as much service as they 
did fifteen years ago, and better, far cheaper and quicker service 
at that, are intrinsically worth vastly in excess of the forty per 
cent. increase shown in their outstanding stocks and bonds. 

It was found impossible to build railroads as rapidly as the 
growth of the country called for them, solely, or even largely, 
with a capital paid in cash by the shareholders. Hence of neces- 
sity bonds were often sold in advance of construction, nor could 
they be sold except at a discount and with a bonus of stock 
thrown in. In this there was the same over-capitalization as 
occurs daily when a merchant needing capital in his business 
sells his notes at a discount or subject to large commissions. 

Against this yielding to the conditions confronting the prob- 
lem I cannot conceive that anyone will object. But unfor- 
tunately other things were done right here in New York and on a 
vast scale, in the fraudulent over-issue of stocks, in the secret and 
sudden conversion of scrip into stock, and in juggling with 
dividends and with accounts. Bad as all this was it did not per- 
meate the whole railroad system, and there were even then scores 
of companies which kept the faith and steadily improved their 
properties out of current earnings. And after all, these frauds 
bear more heavily on the stockholders and creditors of the 
companies than on the public. 


From the day I graduated from Columbia College to this, I 
have been continuously interested in and for most of that time 
employed by railroad companies, and have read somewhat exten- 
sively on the subject. As a result of such experience I have no 
hesitancy in saying that no railroad fortune was ever made 
through enhancing rates, oppressing shippers, or withstanding 
the general tendency of rates to decrease. And what is more, 
every dishonest railroad fortune has been made, not by oppress- 
ing the shippers, but through robbing the stockholders. Should 
you ask why these stockholders have not sued for restitution, I 
would remind you of the cost and delay of such litigation, and 
of the fact that if restitution should be made, it would be to the 
corporation, of which in all probability the same persons would 
remain in control, as the majority holders and as officers and 
directors, so that the funds restored would simply revert to their 
custody and their tender mercy. 
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Much has been said of late of a proposed valuation of the 
railroads, although it is admitted on all hands that the capitaliza- 
tion of railroads has, and can have, no bearing whatever on the 
rates charged. Moreover in whatever manner a valuation may be 
made, it must in greater or less degree be based on earning 
power, which in turn rests on the rates charged. Hence the 
predication of rates on a valuation would merely be working 
around in a circle. 

There are vast differences in the capitalization of the four 
great Trunk Lines between Chicago and New York, namely, the 
Pennsylvania, the New York Central, the Erie, and the Baltimore 
& Ohio. The first two have paid dividends steadily for more 
than twenty years; the Baltimore & Ohio has been reorganized 
at least once, and the Erie more than once in that period, and 
has not paid a dollar of dividends on its common stock, and yet 
the rates of freight charged on all four to common points have 
been and are identical. 

Such valuation, while costly and of necessity inquisitorial, 
can result in little but a redemonstration of the fact that our 
railroads are under-capitalized, for the Bureau of the Census has 
already computed the commercial value of railway operating 
property in the United States for the year 1904 at $11,244,- 
852,000, while the report of the Interstate Commerce Com- 
mission shows the amount of railroad stocks and bonds 
not owned by railway corporations in 1904 to have been 


$9,585,467,711. 
Over-Capitalization Deceitful. 
By Irvine FisHer, Pu. D., 
Professor of Political Economy in Yale University. 


There seem to be two opposite notions abroad as to the over- 
capitalization of railroads. One is that it does not matter what 
the capitalization is—that it is “ merely a matter of bookkeep- 
ing”; the other is that over-capitalization is responsible for all 
abuses of railway administration, including the regulation of 
freight charges. 

To my mind, both of these views are in error. It is true that 
the capitalization of a railroad company, or of any other com- 
pany, is “ merely a matter of bookkeeping ” ; but honesty requires 
that bookkeeping should record fact and not fiction. There can 
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be no object in a false capitalization except the object behind 
any false statement, namely, deceit. Of course, if everyone 
knows that a railroad is over-capitalized, and knows in what 
particulars the assets and liabilities are stretched in order to 
admit of such bookkeeping, no harm is done, for there is no 
deceit. But it seldom happens that such knowledge exists. The 
books of a company are prima facie evidence of the condition of 
the company. If the capitalization is swollen, there must be an 
equal exaggeration of the other side of the capital account—the 
assets side. The railroad, or its rolling stock, or its franchises, or 
some other of its assets, must be entered at a value above the true 
value. This gives an exaggerated appearance of strength, and is 
calculated to beguile the unwary investor into buying the bonds 
of the railroad, by causing him to believe that the security on 
which they are based is more valuable than it actually is. The 
case is parallel to that of an individual who wishes to mortgage 
his house for $100,000 when its actual value is $50,000. He may 
succeed if he can mislead some lender into believing that his 
property is worth $200,000. 

But while over-capitalization may deceive investors and the 
public and create for a time false selling prices on both bonds and 
stocks, it would be absurd to attribute to this cause all the evils 
connected with the present railway management. These evils are 
far broader and deeper than juggling with accounts. A reduc- 
tion of capitalization to a true statement would not necessarily 
affect freight and passenger rates at all. It is one of the most 
mischievous and yet persistent fallacies, that the value of a 
property determines the prices which can be charged for the use 
of it. The precise opposite is the truth—the value of a property 
is determined by the price that can be charged for the use of it. 
It is not because an orchard is valuable that it yields apples. On 
the contrary, it is because it yields apples that it is valuable. It 
is not because a railway is valued at one figure or another that it 
charges high or low rates and makes large or small earnings. On 
the contrary, it is the estimated earning power of the railroad 
which determines the value of the road. 

The revaluation of railroad property would be of much 
utility if it would reveal the facts exactly as they are. We can- 
not have too many facts, or record them too accurately. Every 
compilation of statistics on railroads will help to solve the rail- 
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road problem, by supplying the data on which any sane judgment 
must be based. If uniformity of accounts could be secured for 
railroads, as at present for national banks and insurance com- 
panies, a great step in advance would be taken. The ordinary 
man could then tell at a glance the approximate status of any 
company. The capital should be entered ordinarily on the basis 
of the original actual investment, and any accretions (not due to 
new investments, but due to appreciation of railroad property 
from whatever cause) should be entered as surplus or undivided 
profits. The capital accounts of such a company, taken at differ- 
ent points of time, would exhibit a true history of the value of its 
property. The sum of the capital and the surplus would then 
roughly represent the capitalization of earning power belonging 
to the stockholders, although conservative bookkeeping would 
ordinarily place this somewhat below the total market value of 
the shares. 

Those who discuss a revaluation of our railroads should not 
forget that an important step has already been made in this direc- 
tion in Bulletin 21 of the Department of Commerce and Labor, 
entitled “Commercial Valuation of Railway Operating Prop- 
erty in the United States, 1904.” It contains the most elaborate 
and painstaking compilation of railway valuations ever attempted. 
These valuations are based entirely on market values. It was 
found impracticable to appraise railway properties on the basis 
of their valuation by state officials for purposes of taxation or 
other purposes. It would probably be found impracticable like- 
wise to assess the value of railway property on the basis of its 
cost of replacement. Such a revaluation could never include the 
real estate. It would seem that the best which could be expected 
of a new federal census of railway property would be to trace the 
history of the value of that property, including in that history a 
complete statement of the original cash invested by stockholders. 
If the results of this history could be put in a simple summarized 
form, contrasting the original investment with the subsequent 
commercial valuations from time to time, and if in addition the 
accounting could by law be made hereafter uniform, we should 
then be in a position of vantage with reference to the railroad 
problem which has never yet been attained. We should not have 
solved it, but we should be in possession of exact facts, the 
knowledge of which would help solve it. 
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Rates are not Based on Capitalization. 


By Freperick A. DELANO, 
President, Wabash Railroad Company. 


Answering briefly the queries in your letter of June 21, I 
should say that some American railroads are over-capitalized 
and some not, but that, as a whole, they are not over- 
capitalized. Many railroads are very much under-capitalized, 
either because they have been through foreclosure proceedings, 
or because large sums properly chargeable to capital account, 
have been spent out of earnings. 


You ask: “ By what test would you judge capitalization to be 
excessive? In other words, should the amount of capital be based 
on the cash actually invested, on the cost of replacing the prop- 
erty, on the earning power, or on some combination of these 
factors?” This is a complicated question, and it seems to me 
that every test must be considered. It is obvious that the original 
cost of a plant, or a railroad, is certainly not the ultimate deter- 
mining factor of its value. It may be worth more than it cost, 
or it may be worth less than it cost; in other words, the factor of 
“brains ” or good judgment enters in. 

Earning capacity is a fairer way of estimating value, because 
it takes into consideration the fact that when a piece of property 
is permanently diverted to a certain use (it does not matter what 
that use is), it ceases to have any value except as a part of the 
whole to which it has been dedicated. Thus, for example, a 
piece of property bought for a right of way, whether it costs 
much or little, ceases to have any value as farm property, or as 
lots and blocks, because it has been dedicated for all time to 
railroad use as railroad right-of-way, and its value as a railroad 
right of way depends wholly on the earning capacity and the 
efficiency of management of the railroad of which it forms a part. 

In so far as over-capitalization has been done in such a way 
as to deceive, it has injured the security holders, and, to a greater 
or less extent thrown all investments in railway securities into 
discredit. However, I do not think it has ever injured the ship- 
ping or the traveling public by making rates higher. I have 
never known of rates being based on capitalization, and although 
the value of the property has sometimes been set up in court as a 
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defense or justification of rates, no traffic manager or railroad 
official has ever based rates upon capitalization. In fact, so long 
as the rates are above the actual bare cost of transportation, or 
what the economists term the “ factory cost,” the lower the rate, 
generally speaking, the greater the volume of the business done, 
and the greater the resulting profit. This is, of course, only true 
to the extent that transportation is stimulated by low rates. 
Traffic managers appreciate that, generally speaking, the lower 
the rates, the greater will be the distances through which freight 
will move; and, as terminal expenses form a large share in the 
cost of service, and are just as high for business moving short 
distances as for business moving long distances, it is obvious that 
the wise traffic manager is interested in reaching out further and 
further all the time for business. 

The effect of this policy has been to increase from year to 
year the radius in which every market center draws its raw 
material, or ships its finished product; and the area served by a 
market center increases about as the square of the rate reduction. 
Or, in other words, if the rates are reduced by one-half, the area 
made tributary to any market center enjoying this rate reduction, 
increases not two-fold, but four-fold. Freight and passenger 
rates, therefore, I should say, are not determined or affected by 
capitalization. 

To carry out the proposed federal revaluation of railroad 
property intelligently, and authoritatively, would cost an immense 
sum of money ; far more in my estimation than it would be worth, 
either to the public, to the railway companies, or to the investor ; 
and yet, I grant that such a revaluation would be interesting 
purely as an academic proposition, and that it would go a long 
way towards stopping the mouths of those demagogues, or of 
well-meaning but ignorant people who now talk in an exagge- 
rated way about over-capitalization. That it would effectively 
stop the mouths of the ill disposed is doubtful, for they would 
find some other avenue for their efforts, or would criticise the 
federal reports as biased or excessive. 

The query as to a possible remedy for the present situation is 
indefinite, and it is not clear what is meant by “the present 
situation.” However, whether a remedy is needed or not, I think 
the remedy will come by natural causes; or, in other words, by 
the natural operation of the laws of economics. I have no 
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remedy to propose, but I think that the remedy which will come 
will be the remedy of “hard times,” which is more effective in 
bringing people to their senses than anything else. The un- 
fortunate thing about “hard times” is that it hurts those least 
able to withstand it. 


Principal and Income 


With Some Court Decisions Thereon of Interest to the 
Accountancy Profession.* 


Part III. 
By F. Weiss, C. P. A. 


Re: Stock DivipEND HELD To BE INCOME. 


Statement of Case and Decision: 


Charles McLouth, Respondent, and Pliny T. Sexton, Appel- 
lant, as Trustees under the will of Caroline Cuyler, Deceased, vs. 
George C. Hunt, et al., Respondents. 


1. APPEAL—Testamentary Trust. Where there remains a pos- 
sibility that the contingencies contemplated by a will, upon which 
remainders to the immediate beneficiaries of a trust may be de- 
feated, will happen, the question as to whether certain items are 
to be treated as income or as capital is one in which the trustees 
have a legal interest sufficient to warrant an appeal. 

2. Lire TENANT AND REMAINDERMAN. Where a will creates 
separate trusts in favor of each of certain persons in being, who 
are to receive the respective incomes until they arrive at a certain 
age and then are to receive the corpus, such beneficiaries are to 
be considered as life tenants before reaching the specified age and 
as remaindermen thereafter; and the principles governing those 
relations are applicable to questions as to whether items of the 
trust property are to be treated as income or as capital. 

6. Stock DivipeNDs. When a stock dividend, declared by a 
corporation and allotted to shares of its original capital stock be- 
longing to a testamentary trust estate, constitutes, as matter of 
fact, a distribution of accumulated earnings or profits, it represents 
income and belongs to the life tenant of the trust estate as between 
him and the remainderman. 

7. ACCUMULATED EARNINGS ON CoRPORATE Stock. When 
questions arise under a will, between life tenant and remainder- 
man, with respect to accumulated earnings upon capital stock of 
a corporation, the courts must determine them according to the 
nature and substance of the thing, and are not concluded from 
treating such earnings as income by the form of their distribution 
or by the terms employed by the corporation. 

McLouth vs. Hunt, 92 Hun, 607, affirmed. 

(Argued October 7, 1897; decided November 23, 1897.) 


*Address before the New York State Society of Certified Public Accountants, 
January 14, 1907. 
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Appeal from a judgment of the General Term of the Supreme 
Court in the fifth judicial department, entered January 25, 1896, 
which affirmed a judgment entered upon the report of a referee. 

The nature of the action and the facts, so far as material, are 
stated in the opinion. 

Pliny T. Sexton, Trustee, appellant in person. The certificate 
for twenty-five and four-tenths shares of the increased capital 
stock of the Western Union Telegraph Company, received there- 
from in December, 1892, by the trustees under the will of Mrs. 
Cuyler, as their portion of said company’s Io per cent. stock 
dividends, simply constitutes, together with the certificate pre- 
viously held for 254 shares of the capital stock of said company, 
the evidence of said trustees’ title to the same relative interest in, 
or proportionate ownership of said company, which, before said 
stock dividend, was equally and alone represented by said old 
certificate for 254 shares. Said stock dividend did not increase or 
alter the said trustees’ relative interest in, or proportionate 
ownership of said company or the character thereof. Such 
ownership, in its entirety, remains, as before, a part of the prin- 
ciple of the trust estates in the custody of said trustees, and said 
twenty-five and four-tenths shares of said company’s increased 
capital stock are not income of said trust estates, and cannot law- 
fully be distributed as such to the current beneficiaries of such 
income, but must be retained for the remainderman of said trust 
estates. (Burrall vs. R. R. R. Co., 75 N. Y., 211; City of Utica 
vs. Churchill, 33 N. Y., 237; in re: Gerry, 103 N. Y., 145; Gold- 
smith vs. Swift, 25 Hun, 201; Hiscock vs. Lacy, 9 Misc. Rep., 
578; Hyatt vs. Allen, 56 N. Y., 553; Riggs vs. Cragg, 26 Hun, 
89; 89 N. Y., 487; Williams vs. W. U. T. Co., 93 N. Y., 189.) 

Charles McLouth, Trustee, respondent in person. The West- 
ern Union stock dividend should be regarded as income. (In re: 
Kernochan, 104 N. Y., 18; Riggs vs. Cragg, 89 N. Y., 487; 
Goldsmith vs. Swift, 25 Hun, 201; Hyatt vs. Allen, 56 N. Y., 
553:) 

H. Suvart and Josepu A. Apptincton for George 
C. Hunt, et al, respondents. The stock dividend of twenty-five 
and four-tenths shares of stock of the Western Union Telegraph 
Company is income, and should be turned over to the beneficiaries 
now, and should not be retained as a part of the principal of the 
trust estate which they are not to receive until they respectively 
become thirty-five years of age. 

O’BRIEN (Judge). This was an action to procure a judicial 
construction of the provisions of the will, and incidentally for an 
accounting by the trustees of a testamentary trust. Caroline 
Cuyler died on the 18th day of September 1888, leaving a will 
with two codicils, which were admitted to probate. The plain- 
tiffs are the executors of the will and trustees under the trust 
created thereby. The testatrix, after making various general and 
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specific bequests and devises to collateral relatives, friends and 
institutions of charity, disposed of the residue of her estate in 
trust, for the benefit of three grandchildren named therein: 

“ That my executors pay over to the use and benefit of each of 
my said grandsons, respectively, during their or his minority, such 
portion of the income of said three parts for their support, main- 
tenance or education as in the discretion of my executors may 
seem proper.” 

There was also included in the trust, under the same direc- 
tions, 254 shares of the capital stock of the Western Union Tele- 
graph Company, upon which the trustees received a stock divi- 
dend of 10 per cent on the tenth day of November, 1892, repre- 
sented by certificates issued to them for twenty-five and four- 
tenths additional shares. This dividend was declared upon the 
surplus earnings of the corporation. 

It appears that in the administration of this trust a difference 
of opinion arose between the two trustees with respect to their 
duties, and with respect to the distribution of certain items 
claimed by the one to be income and by the other to be capital. 
It was for the purpose of adjusting this dispute in an amicable 
spirit that this action was brought to obtain a construction of the 
will and a direction to the trustees with respect to their duties and 
obligations. 

Mr. Sexton, one of the trustees, contends: 

(2) That the stock dividends upon the Western Union stock 
was not income payable to the life tenants, but an accession to the 
capital which goes to the remaindermen. 

Mr. McLouth, one of the trustees, and the three grandchildren 
defendants, on the other hand, insist upon just the contrary of 
these two propositions, and in their contention they have been 
sustained by the courts below. 

At least one, if not both of these questions, have been the 
subject of discussion in the courts of this country and England 
for a century. The decisions, though numerous, are singularly 
conflicting and unsatisfactory. It is not necessary in the dis- 
position of this case to review them or to attempt to reconcile 
the conflict, even if that were possible. The whole subject has 
been in recent years carefully examined and elaborately discussed 
in the courts of this country, and, while the conflict still exists, 
it is possible, from a study of the decisions and a careful con- 
sideration of the peculiar facts and circumstances of this case, to 
arrive at a conclusion which will be equitable and just and will 
have the support substantially of the more recent authorities upon 
the questions, as expressed in judicial decisions and by text 
writers. 

Notwithstanding the conflict of authority to which I have 
just referred, there is one principle or rule applicable to this 
case, with respect to which the parties are all at agreement, and 
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that is that the questions are not to be determined by any arbitrary 
rule, but by ascertaining, when that can be done, the meaning and 
intention of the testatrix, to be derived from the language em- 
ployed in the creation of the trust, from the relations of the parties 
to each other, their condition and all the surrounding facts and 
circumstances of the case. 

With respect to the stock dividends upon the stock of the 
Western Union Telegraph Company, embraced in the trust, it is 
important to notice the finding of the referee. For the purpose 
of the case the parties stipulated, and the referee found, that in 
the fall of 1892 the Western Union Telegraph Company, by a 
capitalization of accumulated earnings made and retained in its 
hands, from time to time, increased its capital stock from $86,- 
200,000 to’ $100,000,000, and predicated thereon made a stock 
dividend of 10 per cent. to its stockholders, under which the 
plaintiffs received in December of that year from the corporation 
a certificate for twenty-five and four-tenths additional shares of 
stock, making, with the 254 shares previously held by them, 
279 4-10 shares. 

There is doubtless much stronger and more weighty authority 
to support the contention of the appellant with respect to this 
question than the one just considered. We will not attempt any 
extended or critical analysis of the numerous cases in which the 
question whether such a dividend is to be treated as capital or 
income has been discussed and decided. It would enlarge the 
scope of the discussion beyond all reasonable limits, and in the | 
end answer no useful purpose. It is quite sufficient to say that 
they are in hopeless conflict, though, as it seems to us, the general 
trend of the more recent ones, as well as the weight of argument 
and reason, sustain the decision in this case. With respect to this 
question the appeal is sought to be sustained, first, by a class of 
roy in England founded upon Brander vs. Brander (4 Vesey, 

Then proceeding to notice the argument now made in this 
case, that there is a distinction between stock and cash dividends, 
he disposed of that contention with a homely but expressive re- 
mark. He said: “As to the distinction between stock and 
money, that is too thin; and if the law is that this extraordina 
profit, if given in the shape of stock, shall be considered capi 
it must be capital if given as money.’ 

The rule as thus established in England was followed in 
Massachusetts, more as one of convenience than of justice, in a 
line of cases that are not quite consistent with each other. 

The Supreme Court of the United States laid down the same 
rule in Gibbons vs. Mahon (136 U. S., 549), evidently following 
the doctrine of the English and Massachusetts cases. 

The rule for the determination of the question whether stock 
dividends were to be treated as income or an apportionment of 
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capital, was stated by the learned justice in the following 
language: “ When a distribution of earnings is made by a cor- 
poration among its stockholders, the question whether such distri- 
bution is an apportionment of additional stock representing capi- 
tal, or a division of profits and income, depends upon the sub- 
stance and intent of the action of the corporation as manifested 
by its vote or resolution.” In this case the resolution recites that 
the earnings of the corporation had been withheld from the 
shareholders for almost ten years ; that they had accumulated, and 
that it was the intention of the directors in taking such action, and 
the shareholders in consenting to it, to distribute such accumu- 
lated earnings to the shareholders in the form of stock certificates 
instead of money. It was, therefore, the substance and intent of 
the corporate action to distribute earnings rather than apportion 
additional capital. There was, in fact, no additional capital 
added. The capital of a corporation is the money or property that 
it has after deducting its debts. The Western Union Telegraph 
Company had no more property after passing this resolution than 
it had before, and, hence, no more capital. When the resolution 
was carried out it had, indeed, more capital stock outstanding, as 
represented by certificates, but not a single dollar had been added 
to its capital. It had nothing after passing the resolution that 
it did not have before. So that, within the rule stated by the 
learned justice, what the shareholder got in this case represented 
income and was income. When the substance of the transaction 
is analyzed, it will be seen that what the corporation really did 
was to issue to the shareholders its own obligations in the form 
of stock certificates against the accumulated earnings which it 
had on hand, and these certificates having a market value could 
readily be converted into money by the shareholders. So that the 
transaction was, in substance, a distribution of profits. 

In Riggs vs. Cragg (89 N. Y., 487) it was said by Chief 
Judge Andrews: “The right to stock dividends as between 
life tenant and remainderman, has not been considered by the 
court of last resort in this state. The decisions upon the subject 
in other states and in England are conflicting, and it will be the 
duty of this court, when occasion arises, to seek to settle the 
question upon principle, and establish a practical rule for the 
guidance of trustees and others, which shall be just and equitable 
as between the beneficiaries of the two estates.” This statement, 
with respect to the attitude of his court upon the question, was 
doubtless correct. But since this utterance was made, cases have 
been decided in this court which it will be found exceedingly 
difficult to reconcile with the doctrine of the early English cases 
and those of Massachusetts. (In re: Kernochan, 104 N. Y., 618; 
in re: Gerry, 103 N. Y., 451; Monson vs. N. Y. Sec. and Tr. Co., 
140 N. Y., 498; in re: Dewey, 153 N. Y., 63.) 

In so far as this court has touched the question at all since the 
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decision in Riggs vs. Cragg, nothing certainly can be found in 
the cases to sustain the contention of the appellant. The ques- 
tion had, however, been passed upon in the Supreme Court, upon 
full consideration, and the doctrine of the English cases and 
those of Massachusetts had been repudiated. 

In each of these cases the court was entirely unembarrassed 
by any previous impressions or decisions. The question was new, 
and from the conflict of authority in other jurisdictions the courts, 
with admirable judgment and discrimination, proceeded to de- 
termine the question upon principle. It was held in each case 
that stock dividends, such as the one now under consideration, 
represented income, and in justice an equity properly belonged 
to the life tenant. 

When questions arise under a will between parties standing 
in such relations to each other, with respect to the right to ac- 
cumulated earnings upon capital stock, the courts must determine 
the questions for themselves, according to the nature and sub- 
stance of the thing which the corporation has assumed to transfer 
from one to the other, and they are not concluded by mere names 
or forms. For all corporate purposes the corporation may doubt- 
less convert earnings into capital, when such power is conferred 
by its charter, but when a question arises between life tenants and 
remaindermen concerning the ownership of the earnings thus 
converted the action of the corporation will not conclude the 
courts. 

The decision of the learned referee in awarding the stock 
dividend to the life tenants as earnings or income, and in refusing 
to charge them with the premium upon the bonds, or that part of 
it that has disappeared by the lapse of time, is equitable and just, 
and, we think, is supported by reason and authority. 

The judgment should, therefore, be affirmed, with costs to all 
parties payable out of the income of the fund. 

All concur. 

Judgment affirmed. 


Re: Stock DivipEND HELD To BE INCOME. 


Statement of Case and Decision: 

Edmund J. Lowry, Respondent, vs. The Farmers’ Loan and 
Trust Company et al., Appellants, impleaded with others. 

I. CORPORATIONS—Stock Dividends Declared out of Profits 
Represent Income Not Capital. Where a corporation has de- 
clared a dividend upon its capital stock payable in new stock 
certificates, if it is based upon an accumulation of earnings or 
profits, by their distribution in that manner the stockholders re- 
ceive the representative of income and not of capital. 

2. Trusts—When Life Beneficiary is Entitled to Stock Divi- 
dends as Income. Where the will of a testator creates a trust 
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during the life of a beneficiary with remainder to his heirs and 
directs that the entire income of the securities of the trust fund 
is to be applied as income and that no part of such income shall 
be diverted to the formation of a sinking fund to replace any 
loss of the principal by depreciation in value of the securities, 
such provisions, with others indicating a comprehensiveness of 
intention with respect of enjoyment by the beneficiary of the in- 
come in connection with the source of the dividend itself, entitle 
the life tenant and not the remainderman to a stock dividend de- 
clared out of “an accumulated net surplus ” upon the stock of a 
corporation in which a portion of the trust estate was invested. 

Lowry vs. Farmers’ Loan & Trust Co., 56 App. Div., 408, 
affirmed. 

(Argued June 19, 1902; decided October 7, 1902.) 

APPEAL from a judgment of the Appellate Division of the 
Supreme Court in the erst judicial department, entered March 


8, 1901, upon an order reversing a judgment in favor of defend- 
ants entered upon a dismissal of the complaint by the court on 
trial at Special Term and directing judgment for the plaintiff. 
The action involves the construction of the provisions of the 
will of John Lowry, who died in 1895. In the seventh clause, the 
will set apart one-fourth of the residuary estate, to be held by the 
Farmers’ Loan and Trust Company, in trust to apply the rents, 


issues and profits thereof to the use of the testator’s widow, until 
her death, or remarriage; in either of which events the trust 
property should go “ to increase the portion of the estate held in 
trust for the benefit of my children as hereinafter stated.” By 
the second subdivision of the same clause, the residuary estate 
was to be divided by the executor, the defendant trust company, 
into shares for the testator’s children, and one of said shares was 
given to it “in trust, to receive the rents, issues and profits there- 
of, and to apply the same to the use of each one of my children 
who may survive me, during the natural life of such child, and, 
after the death of each child, to pay over the principal of such 
trust fund to the right heirs of such deceased child.” The 
eleventh clause of the will provided that “ The trustee under my 
will and its successor, in addition to the ordinary powers of trus- 
tees in such cases, shall have full power to retain the trust fund 
in any securities in which the same may be invested at the time 
of my death,” and that “ When any investment of trust funds has 
been made by purchase of securities, such securities shall form 
part of the principal of the trust fund and follow the trust; and 
the entire income from such securities shall be applied as income, 
irrespective of the price paid for the securities or the subsequent 
value thereof; it being my will that no part of such income shall 
be diverted to form a sinking fund to replace any loss to the 
principal by depreciation in value of the securities.” The plaintiff 
is one of the surviving children of the testator and brought this 
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action to compel the trustee to account for, and to pay over to 
him, an extra dividend of 50 per cent., which had been declared 
upon the capital stock of the Pullman Palace Car Company, pay- 
able in certificates of stock at par value. The testator’s estate 
comprehended fifty shares of the stock; eight of which formed 
part of the trust estate held for plaintiff. The dividend had been 
declated and paid from the “accumulated net surplus at the 
credit of income account ”; as the same appeared in the accounts 
of the company. This accumulation of surplus had existed at 
approximately the same figure for a time prior to testator’s death. 
At the Special Term, the complaint was dismissed; upon the 
ground that the stock dividend should be treated as principal and, 
therefore, should be held for the remaindermen. The Appellate 
Division of the first department, holding that the stock dividend 
should be treated as income, reversed that judgment and ordered 
a judgment for the plaintiff. The trust company thereupon 
appealed to this court. 

Davip McCuure for the Farmers’ Loan and Trust Company, 
appellant. The testator, at the time of his death, as a shareholder 
of the car company, had a fixed right in reference to all the assets 
of the corporation in the ratio which the number of shares held 
by him sustained toward the entire capital stock of the corpora- 
tion. (Jermain vs. L. S. & M. S. R. Co., 91 N. Y., 483; Burrall 
vs. B. R. R. Co., 75 N. Y., 211; Kent vs. QO. M. Co., 78 N. Y., 
159; People ex rel. vs. Coleman, 126 N. Y., 433; Plimpton vs. 
Bigelow, 93 N. Y., 502.) The laws of this state recognize the 
fact that the interest of a decedent in the surplus of a corporation 
at the time of his death is capital and not income. (Matter of 
Bronson, 150 N. Y., 1; Matter of Fitch, 160 N. Y., 87.) <A stock 
dividend neither increases nor diminishes the assets of the cor- 
poration, but only indicates a transformation in the manner in 
which the property of the corporation is held. (Williams vs. 
W. U. T. Co., 93 N. Y., 162; Rogers Case, 22 App. Div., 428.) 
The stock dividend in the present case should be declared to be 
principal and not income. (Matter of Rogers, 161 N. Y., 108.) 

Alfred Roelker, Jr., for Muriel Valentine, appellant. 

Clinton E. Bell and Eugene H. Lewis for respondent. A 
corporation is a distinct and separate entity apart from its share- 
holders, who have merely choses in action against the separate 
entity. (Burden vs. Burden, 159 N. Y., 287; Jermain vs. L. S. 
& M. S. R. Co., 91 N. Y., 483 ; Plimpton vs. Bigelow, 93 N. Y., 

92; Vail vs. Hamilton, 85 N. Y., 453; Matter of Bronson, 150 

. Y., 17; Matter of Whiting, 150 N. Y., 27; Matter of Morgan, 
150 N. Y., 235.) A stockholder in the absence of bad faith has 
no legal or equitable title to surplus profits of a going concern 
until the declaration of a dividend. (Greff vs. E. L. Assurance 
Society, 160 N. Y., 19; Hyatt vs. Allen, 56 N. Y., 553; Gold- 
smith vs. Swift, 25 Hun, 201; Button vs. Hoffman, 61 Wis., 20; 
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Burden vs. Burden, 159 N. Y., 287.) The testator’s intention 
should be construed in accordance with the foregoing established 
principles of corporation law, taking into consideration the ex- 
press language of the will, the scope and purpose of the will as a 
whole, together with all the surrounding circumstances, and con- 
sidering especially the relationship of the testator to the plaintiff. 
(Du Bois vs. Ray, 35 N. Y., 162; Matter of Hoyt, 160 N. Y., 607; 
Hyatt vs. Allen, 56 N. Y., 553; Steinway vs. Steinway, 163 N. Y., 
197; Clarkson vs. Clarkson, 18 Barb., 646; Matter of Gerry, 103 
N. Y., 451; Matter of N. Y. Life Ins. & T. Co., 53 N. Y. Supp., 
382.) Where a testator leaves as part of his estate shares of stock, 
the income of which he desires to be paid to his children, and the 
corporation in which the testator held such stock continues its cor- 
porate existence and declares an extra dividend out of accumu- 
lated earnings, whether such dividend be in cash or stock, such 
dividend shall be paid to the life tenant, without reference to the 
time when it may have been earned by the corporation. (Riggs 
vs. Cragg, 89 N. Y., 479; Clarkson vs. Clarkson, 18 Barb., 464; 
Matter of Woodruff, 1 Yuck., 58; Goldsmith vs. Swift, 25 Hun, 
201; Matter of Kernochan, 104 N. Y., 618; Matter of Warren, 
33 N. Y. S. R., 584; Matter of Prime, N. Y. L. J., March 6, 1891; 
McLouth vs. Hunt, 154 N. Y., 179; Matter of Hoyt, 160 N. Y., 
615.) The distinction made by the court below between a stock 
dividend and a cash dividend is a distinction without a difference 
for the purposes of this case. (Riggs vs. Cragg, 26 Hun, 89; 
89 N. Y., 479.) Any apportionment of the earnings of a going 
concern is contrary to the established law of this state. (Riggs 
vs. Cragg, 26 Hun, 89; Simpson vs. Moore, 30 Barb., 637; Gold- 
smith vs. Swift, 25 Hun, 201; Matter of Rogers, 22 App. Div., 
428; 161 N. Y., 108.) To decide that the stock dividend is 
principal of the estate is to imply an illegal and void intention on 
the part of the testator. (Manning vs. QO. S. M. Co., 24 Hun, 
360; Hascall vs. King, 162 N. Y., 134; Pray vs. Hegeman, 92 
N. Y., 508; Matter of Rogers, 22 App. Div., 428.) The court 
will not imply a void and illegal intention, but, where two inter- 
pretations are possible, the court will choose the one making the 
will valid. (Hopkins vs. Kent, 145 N. Y., 367; Tilden vs. Green, 
130 N. Y., 66; Arthur vs. Arthur, 3 App. Div., 378.) 


Gray (Judge). The object of this action was to have it deter- 
mined that, as between the plaintiff, the beneficiary of a trust 
created by the testator’s will, and those entitled in remainder to 
the trust fund, the shares of stock received by the trustee, in pay- 
ment of a dividend of 50 per cent., which had been declared by 
the Pullman Palace Car Company upon its capital stock, were to 
be regarded, and treated, as income of the trust estate. The ques- 
tion whether the life tenant of property, or the remainderman, 
should have the dividend, which a corporation has declared and 
made payable in certificates of its stock, has been a vexed one. 


358 


Principal and Fncome. 


The decisions of the courts in this country and in England have 
not been harmonious and in this state, it may be said, it had re- 
ceived no authoritative treatment by this court, until the decision 
of the recent case of McLouth vs. Hunt (154 N. Y., 179). 
Several decisions of the Supreme Court of this state had, pre- 
viously, given support to the doctrine that where a life tenant is 
given the income and profits, and specifically, in some cases, divi- 
dends, all dividends, whether payable in cash or in certificates, 
belonged to him. (Clarkson vs. Clarkson, 18 Barb., 646; Simp- 
son vs. Moore, 30 ib., 637; Riggs vs. Cragg, 26 Hun, 89.) When 
the case of Riggs vs. Cragg came to this court (89 N. Y., 479), 
this question, though passed upon below, was not decided; the 
appeal being determined upon other grounds. It was there ob- 
served in the opinion that the question had not been considered 
by this court and that, in view of the conflict in the decisions 
elsewhere, it would be its duty, when the occasion arose, to settle 
the question upon principle. That occasion did arise; when the 
appeal in McLouth vs. Hunt (supra) came before this court. 
In McLouth vs. Hunt, the direction was to pay over to the bene- 
ficiary “ the full income ” and the question presented was, whether 
a stock dividend, declared by the Western Union Telegraph 
Company, some four years after the testator’s death, should be 
treated as income, payable to the life tenant, or as accession to the 
capital of the trust fund. The company, as the facts are stated, 
in 1892, “by a capitalization of accumulated earnings made 
and retained in its hands, from time to time, increased its capital 
stock from $86,200,000 to $100,000,000 and, predicated thereon, 
made a stock dividend of 10 per cent. to its stockholders ;” the 
resolution reciting that the earnings of the corporation had been 
withheld from the stockholders for almost ten years; that they 
had accumulated, and that they were distributed in the form of 
stock certificates instead of money. It was pointed out in the 
opinion that the substance and intent of the corporate action was 
to distribute earnings and that there was no addition made to the 
capital; for, notwithstanding that there resulted an increase of 
capital stock, the corporation had neither more property nor more 
capital. It was held that the transaction, although in form of an 
issue of stock certificates, was a distribution of the profits and that 
what the stockholders got “ represented income and was income.” 
The opinion discussed the question with some fullness, as an 
undetermined one in this court, and a further review of the cases 
is unnecessary now. Aside from cases which are substantially 
parallel, in their facts and, therefore, within the precedent, under 
the autuority of McLouth vs. Hunt, courts will determine for 
themselves, “ according to the nature and substance of the thing 
which the corporation has assumed to transfer,” whether a divi- 
dend, when declared, represents income, or not. That case was a 
stronger one, in some aspects, than the present one for the re- 


359 


The Journal of Accountancy. 


mainderman. The rule, as settled by that case, is that where a 
corporation has declared a dividend upon its capital stock, pay- 
able in new stock certificates, if it is based upon an accumulation 
of earnings, or profits, by their distribution in that manner, the 
stockholders receive the representative of income and not of 
capital. I do not think that it is possible to extinguish that case, 
as an authority upon the question before us. It may be true, as 
the appellant contends, that McLouth vs. Hunt declared no hard 
and fast rule, that stock dividends are always to be treated as 
income, and that each case must be decided upon its own facts; 
but the general rule, which it enunciated, seems to apply very 
exactly to the conditions of the present case. 

In approaching the considerations of such a question, the 
language in which the gift is made to the beneficiary of a trust, 
of the life tenant of the estate, must be regarded, in order to 
determine, preliminarily, the comprehensiveness of the testator’s 
intention, with respect to the enjoyment by the object of his 
bounty of the yield of the intermediate estate. The transaction, 
through which the property of the corporation is being distrib- 
uted in the extraordinary form of a stock dividend, is to be 
looked into; in order that its true nature may appear and that a 
determination may be reached whether capital, or an accumula- 
tion of profits on the capital, is being divided among the stock- 
holders. While the corporate action may not be, necessarily, 
conclusive upon the court, with respect to the question, if it is 
based upon facts, and is not purely arbitrary, it will, and should 
be, controlling. In the first place, then, we have in this will a 
provision made by a parent for his child; which gives to the 
latter “the rents, issues and profits ” of his equal share of the re- 
siduary estate, during his life. Upon the remarriage or the death 
of the testator’s widow, that share is to be proportionately in- 
creased by the distribution of the one-fourth share, which had 
been held in trust for the widow. Further, the testator directed 
that the entire income of the securities of the trust fund was to be 
applied and that no part should be diverted to the formation of a 
sinking fund to replace any loss of the principal by depreciation 
in value of the securities. These provisions, certainly, evidence 
a comprehensive intention of the testator, that whatever was in 
the nature of profits upon, or income of, the trust fund should 
be fully enjoyed by the beneficiary. In the next place, we have 
the trustee receiving from the Pullman Company, upon the shares 
of its stock held in trust, a dividend of 50 per cent., paid out of 
“accumulated net surplus at the credit of income account,” in 
certificates of new stock of the corporation. The fact of the 
source of the dividend appeared from the company’s statement ; 
which showed an accumulation of net surplus from year to year, 
for thirty-one years. A cash dividend of 20 per cent. had been 
declared a short while previously, which the trustee had paid 


360 


Principal and Income. 


over to the plaintiff. Had this dividend of 50 per cent. been 
declared and paid in cash, would there have been much doubt 
about the plaintiff’s right to receive it? (Matter of Kernochan, 
104 N. Y., 618, 629.) What reasonable, or substantial, distinc- 
tion is there, in principle of ownership, between a dividend which 
is paid in stock and one which is paid in money, when either is 
based upon a division of earnings? Mr. Morawetz, in his work 
on corporations (para. 468) has observed, with respect to such 
stock dividends, that, “in substance and effect, it amounts to a 
distribution of profits among the shareholders in cash and a subse- 
quent purchase of new shares in the company with the sums 
distributed.” It is true enough, as the appellant argues, that the 
testator, at the time of his death, owned the right to share in the 
assets of the corporation, proportionately to the amount of stock 
which he held; but it does not, therefore, follow that dividends, 
thereafter made from the accumulations of earnings, must be 
regarded and treated as additions to the capital of the trust 
estate. All stockholders are interested in the operation of the 
property of a corporation and their shares of stock represent 
individual interests in the corporate enterprise, in its capital, as 
in its net earnings; but the corporation itself has the legal title 
to all the properties and holds them for their benefit. They have 
a right to dividends, only as the corporate agents, in the exercise 
of their discretion, may declare them (in the absence, of course, 
of any question of bad faith, neglect, or abuse of discretion) 
and they have the right to a pro rata distribution of the corporate 
assets upon dissolution. (Jermain vs. L. S. & M. S. R. Co., 91 
N. Y., 483; Plimpton vs. Bigelow, 93 ib., 592; Matter of Bronson, 
150 ib., 1; Greff vs. Equitable L. Assur. Soc’y., 160 ib., 19.) 


The declaration of a dividend by a corporation in active opera- 
tion is the appropriation of a portion of the assets, which repre- 
sented the net earnings of the corporation, for the use of the 
stockholders and, pro tanto, the assets are diminished. The 
stock no longer represents them. The capital is unchanged; but 
the value in the market of the shares may be affected by the 
diminution in the amount of the corporate assets. That the 
value of the shares of stock has been lessened by a dividend is a 
fact of no relevancy in determining the question of whether the 
dividend is to be regarded as income to the life tenant, or as 
capital for the remainderman. That question will -be determined 
by the origin of the dividend. In this case, a fund had been 
created by an accumulation of the net earnings of the corpora- 
tion and it remained a part of the general assets, until, in the 
judgment of the directors, the time came when it was proper 
and prudent to distribute it among the stockholders. That which 
the directors of the corporation distribute among its stockholders, 
without intrenching upon capital, must be comprehended within 
the term “ profits” and we should assume that the testator in- 
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tended that what might be paid in that way should belong to the 
beneficiary. 

There is no question of diminishing the capital ; nor of increas- 
ing the capital for any corporate purpose, or need. It was, 
simply, a mode of distributing the profits earned by the employ- 
ment of the capital. 

Enough has been said, in connection with the authority of 
McLouth vs. Hunt to render the conclusion necessary that the 
judgment of the Appellate Division should be affirmed; with 
costs to the plaintiff and to the defendant trustee, to be paid out 
of the principal of the fund. 

Parker, Ch. J., O’Brien, Bartlett, Martin, Vann and Cullen, 
J. J. concur. 

Judgment accordingly. 
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By Cuaries Ezra Spracue,* A. M., Pu. D., C. P. A,, 
Author of “ The Accountancy of Investment” and “ Extended 
Bond Tables.” 

CHAPTER XVIII. 

THE LEDGER. 

288. Having treated of the nature of accounts, their construc- 
tion, classification, relation and interdependence, it remains to 
speak of them as an organized system or ledger, which when com- 
plete is capable of recording all the occurrences within a given 
sphere of proprietorship. 

289. The ledger is sometimes incomplete, and is then fre- 
quently known as a “ single entry ledger.” This means that a part 
of the accounts are omitted or neglected, so that many entries 
are only half posted. Usually it is the proprietary and economic 
accounts, or some of them, which are supprest. The missing 
accounts are implied in the transactions, and when an accountant 
examins such a system he invariably constructs the lacking ac- 
counts as the easiest way out; which rather indicates that their 
omission did not save any labor in the end. 

291. We must not hastily assume that a ledger is incomplete, 
because the missing accounts do not appear between the same 
covers as the others. It is very probably the case that in some 
other book or on some sheet of paper, perhaps in untechnical 
form, these accounts lie hidden, for they certainly exist implicitly 
if not explicitly. It is not the insertion of the words, “ Dr. to” 
and “Cr. by ” which makes the account; and it is not the bind- 
ing which limits the ledger ; a ledger may be contained in a dozen 
volumes, or a dozen ledgers may be contained in one volume; or 
there may be no binding at all, as in the card-ledger; or there 
may be a removable binding as in the loose-leaf ledger. The re- 
lation of the accounts to each other, or to some other account to 
which they refer, is what determines the extent of the ledger. 

292. The accounts which appear in the balance-sheet may be 
group-accounts (Art. 74), in which case there are necessarily 
accounts of a lower grade for each member of a certain group; 

*Copyright, 1907, by Charles E. Sprague. 
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or, in a limited sphere, without the use of any group-accounts, 
each account may enter directly into the balance sheet. The dif- 
ference between these two modes of presentation is analogous to 
the difference between a town-meeting where each voter partici- 
pates, and a representative assembly. The case where the ac- 
counts are all of one grade, may be called a simple ledger. This 
is frequent in small business spheres, but infrequent in the large 
ones. 

293. When there are several grades of accounts, there are a 
Principal Ledger and Subordinate Ledgers; or as often called, 
a General Ledger and Special Ledgers. The former is always 
complete, but the latter may or may not be complete, or self- 
balancing. Taking for example a Mortgage Ledger, such as 
described in Art. 74, all its balances are on the debit side and it 
would seem impossible to make a trial balance. It is true that 
the trial balance is one-sided, but the figures with which this 
should agree are elsewhere; they are the balance of the group 
account “ Mortgages ” in the general ledger. 

294. In order to make the debits and credits of the Special 
Ledger equal, there is sometimes introduced into it what is called 
a “controlling account,” which is usually entitled “General 
Ledger.” It is exactly the reverse of the “ Mortgages” account 
in the general ledger; what is debited there is credited here and 
vice versa. It certainly puts the mortgage ledger “in balance” 
if that is considered desirable. 

It might be urged that this controlling account is illogical, 
inasmuch as increase of the asset “ Mortgages ” must invariably 
be represented by a debit. But when we look more closely we see 
that the controlling account is proprietary in its nature; that it 
represents one section of the proprietorship. It might be headed 
“The Proprietor in account with Mortgage Debtors.” From 
this point of view it is correct in theory and its balance ought to 
appear, as it does, to the credit. 

295. The controlling account is not, however, so much a 
necessity as a convenience. It is quite easy to dispense with it 
and to check the total of the mortgage-ledger by the balance of 
the group-account in the general ledger. It is not necessary that 
a trial-balance or a balance-sheet should always be two-sided 
when, as in this case and the case cited in Art. 123, there are 
no negativ or subtractiv values. 
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296. The choice between incorporating a controlling account 
into the subordinate ledger, and considering it controlled by the 
corresponding account in the general ledger, depends in each 
system upon the answer to this question: Is it preferable to give 
the keeper of the subordinate ledger a chance to prove his own 
accuracy or to have him report his total to the keeper of the 
general ledger for verification? The decision will depend on 
personal and administrativ considerations having no relation to 
the theory of accounts; theoretically either procedure is correct. 

297. In a system of accounts of moderate extent, a general 
ledger and subordinate ledgers may be kept in the same volume 
by the use of one of the loose-leaf plans, thus avoiding expense 
and the appearance of complexity. 

298. It is simply a question of using two colors of paper in 
providing the ledger-sheets. For example, if the detailed ac- 
counts are in blue paper, let a smaller supply of sheets of exactly 
the same ruling be in buff. Buff will then indicate the general 
ledger accounts, that is those which are directly tributary to the 
balance-sheet either because they represent units which need no 
subdivision or because they represent groups. The blue pages 
represent the members of groups; just before each group of blue 
pages comes a buff page which summarizes the figures of the blue 


pages. 

The little balance-sheet of Jones & Smith (Art. 93) when ex- 
panded into a ledger combining both general and subordinate 
accounts, might be contained in the following leaves: 


A buff leaf for a summary account of caAsH. 
oa as required for details of cash transactions; cash 


A buff leaf for a MERCHANDISE (asset) account. 
Blue leaves constituting invoice book. 
A buff leaf for a saLes account. 
Blue leaves constituting sales book. 
A buff leaf for a group account for BILLS RECEIVABLE. 
Blue leaves constituting bill-book for receivables. 
A buff leaf for a group account for CUSTOMERS. 
Blue leaves containing individual accounts, with customers 
alphabetically arranged; the customers’ ledger. 
A buff leaf for the REAL ESTATE account (a single piece). 
A buff leaf for BILLS PAYABLE account. 
Blue leaves constituting bill-book. 
A buff leaf for a group account for CREDITORS. 
Blue leaves of individual creditors, alphabetically arranged; 
“the bought ledger.” 
A buff leaf for account of the MorTGAGE. 
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A buff leaf for CAPITAL ACCOUNT. 
Blue leaves for partners’ accounts. 
A buff leaf for prorir and Loss. 
Blue leaves for various economic accounts. 


299. Thus nearly all the records of a moderate business may 
be contained in a single binder and a transfer holder of precisely 
the same arrangement, with the advantages of two grades of 
ledger, general and subordinate, giving both comprehensiv and 
minute information. Blue leaves are inserted as needed, and re- 
moved when filled. Buff leaves may be kept separately when re- 
moved, forming a condenst history of the business. 

300. If the accounts are sufficiently numerous to divide into 
two or more volumes, the personal accounts, debtor and creditor, 
should be in a different volume from that containing the accounts 
used as posting mediums (Chapter XVI) as, in posting from 
book to book, both books should be open. With the ticket system 
(Chapter XVII.) this precaution is unnecessary. Even if a single 
volume is used, the leaves of posting mediums may be tempo- 
rarily detacht while posting. 

301. Probably the most adaptable ruling for a combination 
ledger is the three-column or balance ledger (Fig 7). If a part 
of the leaves be delivered without ruled down-lines, special rul- 
ings may be made by hand to suit special forms of account. This 
would be almost impracticable with a bound book. 

302. Postings to the general ledger consist of the totals, usu- 
ally monthly, of the basic accounts, such as cash, purchases and 
sales. The trial balance of the general ledger should be first veri- 
fied, which, from the small number of its accounts, is easily done. 
Then each subordinate ledger has its own trial-balance, verified 
by its controlling account or by the balance of the corresponding 
general-ledger account. 

303. The ledger may be considered as the book of account; 
all others are tributary to it or derived from it, or are sections 
of it, kept apart for convenience. The modern tendency in ac- 
counting practice is that the complete cycle of accounts as em- 
bodied periodically in the balance-sheet or equation of status 
shall be the basis of all records; that there be no auxiliary books 
independent of the ledger accounts but that each shall definitly - 
and regularly prepare materials for those accounts. 

304. Such of the accounts as are confidential and not intended 
to be accessible to the office force are sometimes kept in a Private 
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Ledger. These accounts are most frequently, in firms, those of 
the partners and of such investments as it is unnecessary to have 
appear in the current accounts, the scope of the private ledger 
being governed by circumstances. If it is intended to conceal the 
amount of capital it is desirable to keep in the private ledger, be- 
sides the proprietary accounts, some specific ones. For example, 
in the accounts of Jones & Smith (Fig. 23) it may be thought 
best to keep confidential the valuation of the real estate, the 
amount of the mortgage, and the capital of each partner. The 
private ledger would then contain the following accounts: 


- 47,645.62 
23,822.81 

Balance of Private Ledger. .............. 65,468.43 
$75,468.43 $75,468.43 
This balance, $65,468.43, would need to be furnisht to the 
general-ledger bookkeeper before he could verify his trial-balance, 


which would take this form: 


Merchandise 

Bills Receivable 

Personal Debtors 

Personal Creditors 

Bills Payable 

Private 


$78,933.78 $78,933.78 

305. Where the number of accounts in the general ledger is 
small and the transactions are of a few types, the ledger may take 
the tabular form, which is self-proving because the additions and 
subtractions operate both transversely and vertically. 

306. The modes in which the ledger may be tabulated are so 
various that it is difficult to give a typical illustration; but Figure 
49 may be suggestiv. 

307. Taking the same list of accounts shown in Art. 303, a 
ledger is to be constructed which shall show each month all the 
transactions of the month, with the results at the close. Entries 
bearing the same letter form a complete transaction as will be 
seen by collating them. The economic accounts are kept in a 
separate table and are not balanced but aggregated from month 
to month. Their resultant, however, is carried into the table of 
the special accounts. The private ledger plan is also illustrated. 

For any incidental transaction of a type not gomprised in the 
key, a letter is assigned and the explanation given in manuscript. 
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Fraternal Life Insurance. 


Part II. 
By Kart L. Leg, C. P. A.* 


Lapsation in life insurance is a variable quantity, and in try- 
ing to measure it it is of the utmost importance to get a fair 
average, and then use this average in a conservative way. I have 
seen lapse tables constructed on each attained age, just like the 
ordinary mortality table: this manner of constructing a lapse 
table for practical purposes is absolutely wrong in principle; any- 
body who is familiar with the nature of lapsation, as it is found in 
our fraternal orders, will readily understand that lapsation must 
be measured on each assessed age; lapsation does not result from 
attained age, like mortality, but experience shows that it follows 
the policy years in a decreasing ratio until it reaches a negligible 
minimum in 12 to 18 years. 

In the literature on life insurance which has come under my 
notice, this matter of lapsation seems to be glossed over as a 
matter of small importance, and I must admit that I got the idea 
that these writers for some reason do not care to tell all they 
know, which of course may be said to be their privilege. The ques- 
tion then arose as to how to get hold of facts, and I found some 
very interesting information in the annual reports of the Royal 
Arcanum, where is found complete data as to deaths and lapses 
each year. I took the year 1902 when lapsation was normal, and 
after getting the terminations for that year by lives, as I found 
them, I obtained through analysis the corresponding terminations 
by policy years, and I give below the percentage in total, both by 


lives and by policy years. 
By lives. By policy years. 


Lapses, within three years of membership 52% 
“ after “ “ 22% 


100% 

The above shows that lapsation is a factor which must be 
considered, and it will be necessary to get that factor standard- 
ized into a practical, and at the same time conservative form. It 

*Copyright, 1907, by Karl L. Lee. 
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will be observed what difference it makes, whether we measure 
on basis of lives or on basis of policy years, and it is important 
to bear in mind that for many purposes the expression of facts 
in policy years is the more correct of the two. 

It will also be observed that I have divided the lapses into two 
classes, and I have two reasons for that. The first reason is that 
in the construction of a mortality table there is generally ex- 
cluded the first three years’ experience, which exclusion covers 
deaths and lapses in those three years. The second reason is 
that the legal reserve companies generally give surrender values 
for policies that have been in existence over three years, but give 
none on policies that lapse within that time. Fraternal orders 
give no surrender values on any insurance at the present time, 
but there is a possibility that surrender values may be granted by 
them in more or less modified form at some future date, and it is 
therefore well to divide lapsation into two classes with three 
years’ membership as the dividing line. 

In figuring out what should be the amount of assessment for 
a certain assessed age, the first thing is to ascertain the net rate 
under the mortality table used and under the rate of interest 
assumed. Then comes the question of applying the factor of 
lapsation ; this is a matter of judgment, and should be handled 
in a conservative manner until the records of the orders through 
the experience of succeeding years become more complete, and 
thereby safer as a guide. I wish, however, to call attention to 
. the fact that the separation of lapses into two classes, as before 
referred to, becomes necessary in order to estimate the allowance 
to be made for lapses. The lapsation in each class is of a differ- 
ent nature: the first three years’ membership having been ex- 
cluded in the construction of the mortality table, the cost of mor- 
tality does not enter into the contributions of that class, and when 
lapsing, the contributions during those three years belong in their 
entirety exclusively to the reserve; while in the case of those 
who lapse after three years membership part of their contributions 
is absorbed by the mortality cost, and the balance belongs to the 
reserve. 

I have not seen this point raised in any of the literature that 
has come under my notice, but after considering the matter from 
different view points, it appears to me absolutely logical and in 
thorough harmony with the theoretical construction of the mor- 
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I have previously stated that on a basis of a more nearly cor- 
rect mortality table, and of a smaller expense ratio, a difference 
in rates charged by fraternal orders of 20% to 25% would seem 
rational; add thereto the benefits accruing to the reserves of the 
fraternal orders through lapsation, and a difference in rates of 
25% to 30% may still appear justifiable and safe. 

It is getting clearly understood in the fraternal orders that 
the accumulation of a reserve is a necessity for their existence, 
and the question is becoming all important: What rates are 
necessary to create an adequate reserve? There is no govern- 
mental authority who can enforce the levying of proper rates by 
the fraternal orders, and if insufficient rates are adopted, it is 
only a question of time when they will have to go under, and the 
insufficient reserves will prove a loss to the many surviving mem- 
bers who have contributed to it. Such lack of governmental 
control is sure to attract as incorporators and managers some 
men, fluent of speech probably, and to whom any reserve ac- 
cumulation may seem tempting, whether they are sufficient or not 
for the purpose, but who have neither the ability nor the honesty 
to properly care for the trust funds of which the reserve is made 
up. 

Supervision and control by each State is a very cumbersome 
affair, and as the State officials appointed for such duties are so 
often appointed more as a reward for political services rendered 
than because of any fitness for the duties required, such super- 
vision will in many cases be of questionable value. The more 
satisfactory way would be to have supervision by the federal 
government, which would be more uniform in character, and 
would become through simplicity less expensive for the fraternal 
orders. This would be the most practical way of solving the ques- 
tion, though I am afraid there are certain influences within the 
orders which would prefer a cumbersome State supervision, just 
because it would entail more work, with corresponding fees. 

A governmental supervision would of course include. periodi- 
cal valuations, which ought to take place at least once every three 
years, and the result of such valuation would establish whether 
the rates adopted have been adequate or not. A valuation is 
simply a stock taking of present assets and liabilities, and of 
prospective assets and liabilities reduced to present values. 

The prospective liabilities are obtained through the mortality 
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table adopted, and in the same manner as the legal reserve com- 
panies. But when it comes to the prospective assets the valuation 
must differ from the manner in which legal reserve companies 
obtain theirs, and I claim for fraternal orders the right to have 
a valuation, based on the manner in which their rates are con- 
structed, and which will therefore be made up of the present 
values of 

1. The assessments. 

2. The total contributions of those who will lapse during 

the first three years’ membership. 

3. The reserve of those who will lapse through subsequent 

years of membership. 

These are the three distinct sources of revenue accruing to 
the Mortuary or Reserve Fund of our fraternal orders, and it 
would be a positive injustice to admit in the valuation only the 
first one and leave the two latter out of consideration. 

There is a movement on foot among the State Insurance 
Commissioners, in their yearly conventions, to obtain a better 
control over the fraternal orders, which is really needed, but that 
movement finds its main expression in an effort to force the fra- 
ternal orders to adopt rates of contributions based on the 
“American Experience” table. 

I believe all actuaries will admit that the “American Experi- 
ence” table as an instrument with which to measure the cost of 
mortality, is a yardstick which is 25% to 35% wrong; that being 
the fact, would anybody with common sense recommend such 
wrong yardstick for the fraternal orders, as long as they have the 
power to levy extra assessments if there should appear to be a 
reserve too low for proper requirements? Legal reserve com- 
panies may desire a large surplus resulting from the use of such 
yardstick, part of which they may return to the policy holders as 
a dividend, and part of which may be squandered, but fraternal 
orders do not need it, and do not want it. 

Any legislation by state governments, advocated by State 
Insurance Commissioners, which would force that wrong yard- 
stick on the fraternal orders, would do the latter untold harm, 
but would correspondingly benefit the legal reserve companies, 
and the question may be pertinent: What is the “ raison d’étre ” 
of our State Insurance Commissioners ? 

The good work of the fraternal orders in the distribution of 
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death benefits to the bereaved families of deceased members is 
assuming such large proportions, and is of such great value to 
the State, that it would be a great pity to legislate them out of 
existence with a yardstick that is 25% to 35% wrong; it might 
be good politics, as politics go sometimes, but it would be bad 
policy, it would be rank policy. 

In the readjustments of rates which have taken place, and 
which will take place, there is need in the governing bodies of 
practical men, who have the ability to first investigate and do a 
little research on their own hook before they form any opinion. 

It is perhaps natural that we will in most representative bodies 
see those men come to the front who have the gift of speech, but 
when those men get down to a readjustment of rates which may 
affect 300,000 members, the majority of them are neither by their 
training nor by their usual experience equipped for such a task, 
and there have been unnecessarily drastic, highly autocratic, and 
in some features, absolutely unjust readjustments, with the re- 
sult of large loss of membership, and a loss of confidence in the 
governing bodies. 

Those of our present day accountants who were in harness 
25 years ago will remember conditions as they existed then 
in manufacturing lines. The attentions of the manufacturers were 
directed mainly toward an output by the factories, as large as 
possible, and the selling of that output at the best price that could 
be obtained from keen buyers; the accounting end was looked 
upon as a necessary evil and expense, and the desideratum was 
to get somebody to attend to that end of the business who had 
a neat handwriting and who was not afraid of long hours. The 
words “ cost accounting ” hardly existed in our language at that 
time. Things have changed since then, and no industry of any 
size can succeed to-day, unless the accounting is accorded its 
proper weight in the make-up of the organization. When the 
markets cannot absorb the products at fair prices or even at sell- 
ing cost, they do not nowadays try to cheapen production by 
a still larger output; no, they reduce the output. And the time 
to reduce the output is when the cost accountant says “ This is 
the selling cost of our product,” and the salesman says: ‘“ We 
cannot get it.” 

The selling of life insurance may be compared to the selling 
of manufactured articles, and the mortality may be looked upon 
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as the material; in our fraternal orders where admission is 
granted between 21 and 54 years of age inclusive, they have 34 
different articles to sell, and it is for the cost accountant to say 
what is the selling cost of each, and it is for the executive branch 
to add just a little for contingencies. It is well to mention that 
an actuary is simply a cost accountant with life insurance as a 
specialty. 

A current little story points to the Italian fruit vender, as 
among the first to realize the purpose of cost accounting, when 
he exclaimed at the end of the day: “ Bad-a business, what I 
make-a on the peanut, I lose-a on the d—d banana.” 

In our fraternal orders they have undoubtedly been losing on 
the bananas for years, and they did not know it, and largely be- 
cause the governing bodies are top heavy with their legal section, 
their medical section and their press section, and due weight has 
not been given to cost accounting ; an improvement will, however, 
take place, and when that comes, they will be all-around good 
working bodies. And when they are placed under proper and 
conscientious governmental supervision, they will continue to 
expand, a blessing to numerous homes, a pillar to the State, and 
an agency for the amelioration of mankind hardly excelled by the 
Church. 
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EDITORIAL. 


The Government Accountant. 


In the February issue of THE JouRNAL oF ACCOUNTANCY, 
in the course of an editorial on “ Business Methods of the Gov- 
ernment,” we expressed the opinion that the Government’s busi- 
ness would never be transacted with the greatest dispatch and 
energy, for Government employees, on account of the conditions 
governing their appointment and promotion, usually lack the vital- 
izing forces of initiative, hope and ambition. The new Govern- 
ment Accountant of Washington, in its August issue, gently 
reproaches THE JOURNAL and declares that it “has fallen into 
the too common error of grouping all public servants and label- 
ing that group ‘ incompetent.’ ” 

With regard to this matter there are three things we wish to 
say, and we are glad of the opportunity to say some of them. In 
the first place, we desire to have it known that the opinions 
editorially expressed in THE JOURNAL OF ACCOUNTANCY are the 
opinions of the editors alone, and that they may not be in har- 
mony with the sentiments of the majority of American public 
accountants. When THE JouRNAL was established as the organ 
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of the American Association of Public Accountants, the editors 
saw the impossibility of making its editorial expressions always 
meet the approval of all accountants and hence placed their names _ | 
at the head of the editorial department in order that responsibility 
might be properly placed. At their suggestion an advisory com- 
mittee of the Association was appointed, whose duty it has been 
to read proofs and suggest such changes as seemed desirable. 
This “ Journal Committee ” has been conscientious and thorough 
in the performance of its duties, yet several editorials have been 
published which have not had its unanimous approval. Indeed, 
we recall that the editorial upon “ Government Methods in Busi- 
ness” was most emphatically condemned by one member of the 
Committee, and not wholly approved by the other two. Unfortu- 
nately, however, THE JOURNAL had just gone to press when the 
adverse comments on the undue severity of the editorial were 
received. We make this statement in order that our friends in 
Washington may understand the situation exactly so far as they 
are concerned. Because THE JOURNAL has been somewhat pes- 
simistic about their prowess and prospects we would not have 
them hold the practicing public accountants of this country 
responsible for its opinion. 

In the second place, the editors of THE JouRNAL oF ACCOUNT- 
ANCY are sorry to have to say that they do not consider them- 
selves unduly pessimistic or extremely unfair in their estimate 
of government employees as a class. The Government Accountant 
suggests that public servants need classification no less than do 
other bodies of men following a common vocation. That is 
undoubtedly true. There are two classes of public servants: first, 
“the general run,” and second, the exceptions. We know very 
well that there are many men of extraordinary ability devoting 
their talents to the public service at Washington—men full of 
zeal and mettle, chafing at the unnecessary delays of officialdom, 
and eager to reduce red tape to a minimum. We know some of 
these men and have for them the highest regard. For $2,000 a 
year they are giving the Government the benefit of talents which 
would have earned them five or ten times as much had they in 
their youth been deaf to the siren charms of a Washington clerk- 
ship and developed their energies in the stress of business com- 
petition. But men of this character, we are sorry to say, are the 
exceptions in government service—whether at Washington, 
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London, Paris or Berlin. The great majority of government 
employees in every country—and in this opinion we believe the 
Government Accountant must acquiesce—are men without “initia- 
tive, hope or ambition.” There are, to be sure, plenty of such men 
in business life, but they are doomed to failure—and $10 a week. 
The point is, that at Washington the conditions of employment 
are such as to weaken the powers of the best men, for superior 
talent, energy and enterprise do not get their proportionate 
reward, as they do in business. 

In the third place we are glad to be able to say that in our 
opinion the business of the Government of the United States is 
transacted with much more efficiency, with much less unnecessary 
red tape, and by more conscientious and capable men than is the 
business of any great government on the continent of Europe. 
If officialdom in London fifty years ago had been what it is in 
the United States to-day, we are pretty certain that Dickens 
would have lacked material for his immortal chapters on the 
“ circumlocution office ” in Little Dorrit. 

Finally, the advent of the Government Accountant, edited 
and published, we believe, by employees of the Government, is in 
itself an indication that the grounds for our pessimism may be 
removed in the future. That journal gives convincing evidence 
that at least one branch of the government service contains men 
of ideas, enterprise and initiative. Let us pray that the conditions 
of government service may rapidly become such that all may 
have hope, and ambition as well. 


New York City Accounts. 


The report of the Mayor’s Advisory Commission on Finance 
and Taxation, which deals with the accounts of the City of New 
York, deserves the attention which it has received. The report 
was prepared by a sub-committee on “Accounting and Statistics,” 
of which Dr. Frederick A. Cleveland is Chairman. Such portions 
of the report as seem of particular interest to the public account- 
ant are reprinted in this issue of THE JOURNAL. 

After critically reviewing the present situation the Commis- 
sion reports certain constructive recommendations, embodying 
definite principles of administration and accounting control. It 
is understood that these recommendations are being made the 
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basis for co-operation between the Mayor, the Comptroller and 
the Bureau of Municipal Research in the reorganization of the 
accounting and administrative methods of the city. 

It is to be hoped that a thorough job will be done. The 
financial operations of a municipality, no matter how large it 
may be, are not so complicated as those of many business cor- 
porations, and should be recorded in accounts easily understood 
by the average intelligent taxpayer. Simplicity is the cardinal 
test of an accounting method. If New York City achieves that, 
investors will bid higher prices for its bonds. 


England had its first business exhibition last July, at which a large 
variety of convenient devices and appliances were on show. Exhibitions 
of this sort are no new thing in the United States and have proved inter- 
esting to the general public as well as helpful to business men. The Lon- 
don Accountant regards the exhibition as a purely advertising scheme and 
remarks that in England “ public opinion doesn’t favor a form of adver- 
tising common in the States, where boardings may be seen at the railway 
stations advertising the passerby, say, to ‘try Silas Jackson’s Audits. They 
touch the spot.’ In this country public as well as professional opinion 
values a professional man for his reticence rather than for his volubility, 
and there can be little doubt that upon the whole it is right, for few 
advertisements, and very few American advertisements indeed, tell the 
truth and nothing but the truth concerning the wares that are offered for 
disposal.” Why that “very” before “few American advertisements ”? 
Leaving out of account the venders of patent medicines, whose advertis- 
ing veracity may in all countries wisely be questioned, the business men 
of the United States as a body do not lie in their advertisements. They 
have found out that it doesn’t pay. By the way, where has our English 
brother been journeying in the United States? THe Journar thus far 
has not printed pictures, but we certainly should like to run a cut of one 
of Mr. Jackson’s “ boardings.” 


The Education of English and American Accountants. 

We agree with our correspondent Mr. Alfred Pilling, whose letter 
appeared in our issue of the 18th ult., that it is undesirable to attach too 
much importance to the assertiveness of the American press on the sub- 
ject of English v. American accountancy practice. None the less, how- 
ever, do we think it desirable that our readers should be kept informed of 
the statements that from time to time are put before their professional 
brethren in the States, and we accordingly make no apology for reproduc- 
ing in the present issue an article on the education of English and Ameri- 
can accountants which appeared in the April number of the New York 
Journal of Accountancy. 

From this article we gather that at the present time professional 
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accountancy in the States is in much the same state as it was in this 
country thirty years ago; that is to say, while it is able from time to time 
to produce exceptionally accountants of unusual attainments, it does so 
more or less accidentally, and not as a result of any systematic training, 
in that in the States to-day, as here before the days of the Charter, the 
American accountant derives his early training elsewhere than in an 
accountant’s office. 

It is argued that the American system of university training, which is 
so much more usual in America than here, is upon a broader basis than 
the English, and it is admitted that it is perhaps unfortunate that the 
young accountant in the States gets no systematic personal instruction 
from his employer, although it is doubted whether in this respect he is 
very much worse off than his English contemporary. There are, no 
doubt, a great many English offices where the amount of personal train- 
ing that the articled pupils receive from their employers is perhaps not 
very extensive, and it may well be that the system, which undoubtedly 
works well in this country, would not be suitable for bodily transplanta- 
tion to the States, where, we are informed, the apprenticeship system has 
never been popular. We have further to take into account the somewhat 
disinguishing feature of American business life, that it appears to be quite 
usual for a man there to change his calling three or four times before he 
lights upon something at which he is successful, and such changes, so far 
from being regarded as evidences of failure, are attributed to him as a 
distinctive sign of enterprise. But, when every allowance has been made 
for differences of national temperament, we cannot help thinking that if 
there is one calling more than another in which it is thoroughness that 
tells in the long run, that calling is accountancy. The leading members of 
the profession are not ashamed to own that at the end of a long and suc- 
cessful business career they are still only students, and we cannot help 
thinking that a system that tends to encourage shifting about from one 
occupation to another on the part of a young man during the most 
receptive period of his life is a system that encourages waste of time. 
Moreover, so long as it is persisted in, we venture to predict that Ameri- 
can accountants as a class will not be able to hold their own against 
British accountants, although doubtless the profession in America will 
continue to produce exceptionally men of unusual attainments. 

We need not seriously concern ourselves with the latter portion of our 
contemporary’s article. On paper, the Scottish Chartered Accountants’ 
examination may seem more imposing, but we think the English Insti- 
tute’s examination is more exacting. At the same time, it may well be 
conceded that a good case might easily be made out in favour of enlarg- 
ing the scope of examination subjects; for admittedly the study of 
accounts, by its necessarily enforced attention to details, is apt to have a 
somewhat narrowing effect, which it should be the aim of a broadly- 
conceived educational course to as far as possible remove.—The 
Accountant. 
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Reviews of Corporation Reports. 
Conducted by THOMAS WARNER MITCHELL, Ph. D. 


Corporate control is of three kinds, viz. : (1) the control exercised by the stock- 
holder, (2) the control exercised by the board, (3) the control exercised by the officer. 
The purpose of accounts and reports is to make control intelligent. Do the reports 
rendered to stockholders contain such information as will enable them to exercise in- 
telligent judgment with respect to the fidelity, efficiency and economy of corporate 
trustees and agents? This is the viewpoint of criticism and analysis appearing in this 
department of THE JOURNAL. 


The Northern Pacific Reports. 


A document which contains a wealth of information along many lines 
but which is very much deficient in certain essentials—this description 
aptly characterizes the Northern Pacific Railway Company’s report for 
either 1906 or 1905. It applies with much less force to those of earlier 
years. The marked deficiency of the reports for the last two years is in 
information relative to the cost of maintaining the different classes of 
equipment. Not only is nothing said concerning the cost per freight car, 
passenger car, locomotive or per mile run, of keeping up those branches 
of the equipment, but no other data are given from which these can be com- 
puted. Thus the investor is furnished with no means of comparing the 
Northern Pacific’s maintenance allowances of these two years with either 
those of other companies similarly situated or with those of the same 
company in previous years. Other than in this respect this company’s 
reports are all that could be desired in so far as the kind and amount of 
information presented is concerned. 

Assuming that the matter of prime consideration to the stockholder 
and investor is the amount of the company’s earnings and their relation 
to the fixed charges and dividend requirements, the comparative income 
statement, found on another page, is presented. The enormous growth 
of earnings will strike the attention first, gross and net earnings each 
having increased more than 88 per cent. during the last five years. That 
this mostly represents an increase of business is evident from the fact 
that during the same period the system’s mileage increased less than 6 
per cent. These figures, reduced to averages per mile of road operated, 
will be presented again as soon as the maintenance allowances have been 
tested. In the meantime it may be observed that the income from divi- 
dends and interest has considerably more than doubled (the increase is 
over 131 per cent.). During the same time the fixed charges have 
increased steadily, but in much less proportion, so that the net income 
available for the payment of dividends has been increased $13,273,838 or 
144 per cent. 

The company’s ability to pay dividends has thus been vastly aug- 
mented. Its appropriations for this purpose, however, have by no means 
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kept pace. In 1901 the dividend rates were 4 per cent. for each class of 
stock, and required $6,200,000 for their payment; by 1906 the rate on the 
one class of stock which remained after the virtual substitution, dollar 
for dollar of common for the old preferred stock, had been raised to 
7 per cent. and required a proportionately larger amount for the divi- 
dend payment, namely, $10,850,000. But a large and growing proportion 
of the net income has been put back into improvements or equipment 
each year, and either charged against the year’s surplus income or added 
to the property accounts. In 1901 the proportion of the net income thus 
used was 32.7 per cent.; in 1906 it was 51.3 per cent. This is a remark- 
able increase, and taken in conjunction with the growth in earnings it 
represents a very strong factor of what we might call Investment Sta- 
bility. (What Carl Snyder terms the “ Margin of Safety.”) The North- 
ern Pacific has now attained the Pennsylvania Railroad’s standard of “a 
dollar for dividends and a dollar for improvements.” 

The above statements are made on the assumption that the company’s 
operating expenses contain adequate allowances for the maintenance of its 
properties. But the market price of Northern Pacific stock has fallen very 
low in recent months—much lower than that at which a good 7 per cent. 
stock should rule. If possible the investor should satisfy himself that the 
above indicated factor of investment stability is real, and will investigate 
these maintenance expenditures. Table I shows the data which are avail- 
able for this purpose; as before stated, nothing relative to the cost of 
maintaining the various classes of the equipment is obtainable for the 
years 1905 and 1906. 

The figures shown for the average mileage of main line operated in 
Table II are obtained by taking one-half the sum of the mileage of main | 
line operated at the beginning and at the end of each year, as shown in 
the reports. The average branch line mileage is obtained by a similar 
computation. The method gives only approximately correct results. The 
total average mileage operated as stated in the reports is also repeated to 
form a basis upon which to estimate the error in these estimates. The 
greatest error is found to be 24 miles. 

Reducing the above given statistics to mileage averages we obtain — 
Table ITI. 

During this six-year period the company has spent an average of $1,303 
a mile per annum in order to maintain its fixed property. This is well 
above the allowance made by most of the western railroads, and indi- 
cates that the property is well, though not excessively, maintained. Coming 
down to the two details of miles of new rails relaid and the number of 
cross-ties replaced per mile, if we relied solely on the figures for 1906 
we should be disappointed; for the former represents less than one-thirty- 
third part of the track, while the latter figure of 272 ties per mile falls far 
short of the standard, which is at least 330 ties. Considering this six-year 
period as a whole, however, the results seem very satisfactory. On the 
average more than one one-twentieth part of the track has been relaid 
with new rails each year, and if the figure for the last year be omitted, 
the proportion would rise to one one-eighteenth; similarly an average 
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of 378 cross-ties per mile has been replaced each year, or leaving out the 
figure for 1906, the average rises to 398 ties per mile for the five-year 
period remaining. The quantities given for tie renewals on the main 
and branch lines separately are very suggestive as to the difference in the 
wear upon the roadway produced by the heavy trains of the main line 
and the lighter trains of the branches, 

It is unfortunate that the maintenance figures for the locomotive, 
passenger car and freight car equipment are not obtainable for the years 
1905 and 1906. The only substitute available is that of the average 
cost per mile of road operated of maintaining all the equipment. This 
average is constantly used by Carl Snyder in his recent work on “Ameri- 
can Railways as Investments,” but evidently it is a much more variable 
and indefinite measure than is the average cost per mile run of main- 
taining each branch of the equipment. It will vary with the density of 
traffic and the amount of equipment possessed by the system. The varia- 
tion of this average from system to system is shown by the following 
table which presents the average traffic density (freight and passenger 
combined) of the several roads for the last five or six years, also the 
average cost per mile of road operated of maintaining all the equipment. 

The column for maintenance of way has been inserted as a diversion 
to show the correlation between it and the density of traffic. It will be 
noticed that in a general way the two rise and fall together. The con- 
nection between the traffic density and the cost per mile operated of 
maintaining the equipment is even closer. 

Compared with those of the Atchison or the Burlington, two roads 
somewhat similarly situated, the Northern Pacific’s equipment main- 
tenance seems very low, especially considering that its traffic density is 
considerably greater. Compared with the Great Northern’s allowance 
for this purpose, however, the company’s figure is liberal. Recurring to 
the figure for cost of maintenance per mile run, given in the preceding 
table, those for freight cars seem very low. Five and one-half to six 
mills per car mile seems to be a better allowance, especially considering 
that the average capacity of a car was around 28 tons. The allowances 
per mile run for maintenance of passenger cars were none too liberal, 
either, although for the years 1901 and 1902 they probably were adequate. 
The expenditures of 6.53 and 7.24 cents per mile run to maintain the 
locomotive equipment in 1903 and 1904 were also sufficient, though the 
lesser expenditures of 5.07 and 4.66 cents of the preceding two years 
seem very insufficient to keep this equipment in condition. 

The testimony offered in the maintenance statistics is, therefore, con- 
tradictory and confusing. On the whole the roadway seems to have been 
well maintained, while the equipment during the years for which we 
have the most usable data, has been barely if quite maintained. The 
much higher figures for maintenance of equipment per mile of road 
operated during the last two years ($951 and $1,101 as compared with 
$782 and less before) might be taken as an indication that the per mile 
run figures would be higher for those years if they were ascertainable; 
though too much reliance must not be put upon such higher figures 
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because of the greater cost of labor and materials during these years. 

Having tested the maintenance allowances we may now reduce the 
earnings and expenses to a mileage basis which is done in Table V. 

It will be seen that during the five years since 1901 both the freight 
and passenger traffic handled for each mile of road in operation have 
increased more than 100 per cent. The enormous development of the 
industries tributary to the Northern Pacific’s lines is thus made evident. 
This growth of traffic has resulted in a somewhat smaller increase in 
the average gross earnings, namely, 77.6 per cent. Comparing the excep- 
tional year of 1906 with 1901, the operating expenses have increased in a 
slightly less proportion, bringing the operating ratio down from the 
already low figure of 51.1 per cent. to 50.8 per cent.; but the proportion 
was somewhat greater during the intervening years. 

The Northern Pacific is one of the few great railroad systems, among 
which are the Great Northern and Union Pacific, which pretend to be 
operated at a ratio near 50 per cent. The Union Pacific is maintained 
at the highest standard of operating efficiency. But, in so far as the 
charges to operating expenses are concerned, if this expression were 
applied to the Northern Pacific or Great Northern, its application, as we 
have seen, would be questionable. Both of these systems are kept in 
good and even improving operating condition, but in a different way. 
To operating expenses is charged enough to barely keep the property 
in condition; this results in a low operating ratio and larger stated net 
earnings. Then further sums, large in amount, are appropriated from 
the net earnings of the year and set aside as a “ betterment and enlarge- 
ment fund.” So that after all the property progresses at the expense of 
surplus earnings the same as does the Union Pacific. In justice to the 
management of the latter system, however, it should be added that it 
also makes large reservations from the surplus earnings for betterment 
purposes, and that after including in the operating expenses a much more 
liberal allowance for maintenance. 

Income from securities is, relatively speaking, an unimportant source 
of revenue as is shown by a comparison of the net earnings with the 
gross income column. With the exception of the year 1904, the gross 
income per mile of road operated has increased steadily and rapidly, the 
total growth during the last five years having been more than 80 per 
cent. Fixed charges have not shown the same tendency toward aug- 
mentation, the net increase having been only about 18 per cent., while 
during several years they showed a slight tendency toward diminution. 
The sudden increase of nearly $100 per mile between 1905 and 1906 is 
accounted for by the augmentation of the taxes which increased over 
$108 per mile. 

The investment position of Northern Pacific bonds is again seen 
by comparing the column of fixed charges with that of gross income. 
In 1901 less than 45 per cent. of the latter was required to pay taxds and 
the other fixed charges, leaving over 55 per cent. to insure the safety of 
the bond interest; in 1906 the fixed charges required only 29.4 per cent. 
of the gross income, leaving 61.6 per cent. as a “ Factor of Safety.” 
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The investment position of the company’s stock has also been some- 
what strengthened. In 1901 the dividend rate was 4 per cent. and the 
dividends consumed more than 67 per cent. of the net income available 
for that purpose. In 1905 the rate was 7 per cent. and the dividends 
consumed only 63 per cent., and in 1906 only 48 per cent. of the net 
income. Thus not only has the dividend rate been increased 75 per 
cent., but even at that the margin of net income above the dividend 
requirements has been considerably augmented. 

As a last division of the discussion we may consider the efficiency of 
operation and train management. The materials are presented in 
Table VI. 

The averages in the column for distances traveled by the locomotives 
are to be interpreted in conjunction with the increases in the number of 
locomotives. From 1901 to 1902 the average number of locomotives 
in service increased from 649 to 750; yet the average distance traveled 
also increased. During the next year the number was increased by 100, 
with only a slight increase in the average distance traveled. Apparently, 
during these years the increase in this branch of the equipment 
had difficulty in keeping pace with the demands upon it; these 
were years in which the traffic was increasing by leaps and 
bounds, as shown in the preceding table. During 1904 the number of 
locomotives was augmented by 50, while the distance traveled fell off 
considerably; this was a year in which the traffic diminished somewhat. 
Possibly as a result of this the number of locomotives was increased 
only by six locomotives during 1904. The traffic began to bound forward 
again, however, increasing the demand upon each engine. So greatly 
was the traffic augmented during 1906 that despite an increase to the 
extent of 51 locomotives, the average distance traveled by each was 
increased nearly 2,000 miles. 

Somewhat similar observations would apply to the mileage statistics 
for freight cars. During two years the average distance traveled by each 
freight car was diminished; it was markedly so during 1903, in which 
the average freight car equipment was increased nearly 2,700 cars or 
over 9 per cent. Taking the period as a whole, much more distance 
is covered by a freight car now than formerly. 

At the same time the car load of revenue freight has been steadily 
increasing, again with the exception of the year 1901, as also has the 
car load including the company’s freight. The number of cars in the 
average freight train has remained almost stationary. The percentage 
of empty freight cars in a train to the total (not given in the above 
table) has increased almost steadily since 1901. In that year it was 
26.99 per cent.; it was 29.24 per cent. in 1903, and 32.19 per cent. in 
1905; it had subsided to 31.17 by 1906. Thus some idea may be obtained 
of the extent to which the Northern Pacific would benefit if it could so 
develop the population along its lines as to better equalize its west 
bound and east bound tonnage. Notwithstanding this increase of empty 
car mileage the increase in the weight of the loaded car was sufficient 
to bring the average train load of revenue freight up from 324 to nearly 
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In the passenger department we find large loads of 65 and 74 pas- 
sengers per train. Fifty passengers per train and eleven or twelve pef 
car is a good average. It is at once evident that the Northern Pacific’s 
larger train loads are due to the fact that it runs longer and fewer 
trains (for the average number of passengers per car is rather below 
the standard while the number of cars per train ranges around 6% cars 
as compared with about 5 cars on other systems) thus saving in engine- 
mileage. On the whole the passenger train statistics indicate very good 
management. 

In conclusion, it may be repeated that the Northern Pacific’s reports 
are deficient in some important respects though they contain a great 
deal of information that is valuable to the investor. 


How to Estimate Goodwill. 

To form an estimate of the value of goodwill no definite rule can be 
followed, as there are never two businesses exactly alike. There are 
many things which must be taken into consideration in every case to be 
considered. We may, however, discuss a few of the main principles to be 
observed. It is the general rule to base the value on an agreed number of 
years’ purchase of the average profits for the previous three or four or 
even more years. That alone is not sufficient. The capital necessary to 
carry on the business must be taken into consideration. A concern in 
which a large capital is needed is not worth nearly so much as one that 
can be worked on a small capital giving the same return of net profit, 
other things being equal. Cost of management must not be neglected. A 
man who proposes to buy the goodwill of a business is buying the means 
of making more than he could earn by his own work, and the investment 
of his capital. Something, therefore, should be deducted from profits to 
represent the wages of the proprietor for such time as he spent in man- 
agement. In the case of a company, before anything is available for divi- 
dend, the management expenses have to be paid in the form of directors’ 
fees. As a rule more can be got from a company for goodwill, as their 
liability is limited, whereas a private purchaser is risking his whole for- 
tune in the event of the business not keeping up to its former standard. 
Profit is not always the basis of valuation. In some cases it is calculated 
on the quantities sold, as in the case of a proprietory article. It is even 
in some cases based upon the purchases, as in the case of a public-house— 
From an address by C. L. O. Cleminson before the Chartered Accountants 
Students’ Society of Kingston-upon-Hull. 


Put on the Shelf. 

The Financial Times tells a very humorous story concerning a gentle- 
man who held a high position in a certain large public company, but 
unfortunately had to relinquish this position owing to a nervous affliction. 
On inquiring at the office regarding him, an acquaintance of the invalid 
was gravely informed that Mr. Blank was very much better, but suffered 
so much with his head that he would never be able to resume his old 
position, and he had been made a director—The Accountant. 
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Report of the Advisory Commission on Taxation and 
Finance upon the System of Accounts and 
Statistics of the City of New York.* 


This report has valuable criticisms and suggestions upon the control 
of the business of the city from the point of view of Accounts and 
Statistics. Under the present system the following defects are pointed 
out. 

1. No adequate record has been kept of the real estate owned by the 
city. 

2. No complete system of controlling accounts over assets. 

3. No complete system of controlling accounts over current and 
contingent liabilities. 

4. The Department of Finance had no regular controlling accounting 
device for determining the accuracy of other departmental records, 
showing revenues accrued to the city. 

5. The same was true of expenses incurred by the several offices and 
departments. 

6. Little effort made to codrdinate income and expenses in those 
departments, such as Water, Docks and Ferries, operated on a commercial 
basis. Nor was there a regular accounting device for bringing the gen- 
eral revenues of the city for a particular year into comparison with 
expenses of the same period. 

7. The statistical data as now handled not only suffer from in- 
accuracy, but have no basis or method of codrdination. 

8. The income and expenses could not be regularly audited, except at 
great expense. . 

This part of the report closes with a criticism of the lack of a method 
of regularly controlled accounting, showing its adverse effects upon the 
administrative control of the several branches of the city service. 

In offering some constructive suggestions as to methods of accounting 
the report says: 

“The accounting requirements of a municipality differ from those of 
an ordinary business corporation principally in this—that in addition to 
the information concerning Income and Expenses and Assets and 
Liabilities required for intelligent management, the city obtains control 
over its finances through a budget. Appropriation accounts are therefore 
necessary as a means of knowing the amount of funds available for the 
various purposes or for the various offices and departments to which 
authority has been given to spend. In the past, it has been for this 
latter purpose only that the general controlling accounts of the city 
have been kept by the Department of Finance—income and expense, cur- 


*This report was originally submitted by the committee on accounting and statistics, of 
which Dr. Frederick A. Cleveland was chairman, and adopted by the Advisory Committee. 
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rent asset and liability and property accounts having been deemed 
unessential or only an incident or as memoranda to the appropriation and 
fund accounts. As a means of meeting the demands of the Executive, and 
of the people, for accurate information—as a means of enabling depart- 
ment heads to obtain the data necessary for economic and efficient 
administration, and to the protection of municipal properties and the 
good faith of employees, the system of direct accounting control over the 
affairs of the city should be extended in such manner as to include 
departmental records. This may be done by installing a uniform system 
of departmental accounting, and by the installing in the office of comp- 
troller a system of controlling accounts over departmental income and 
expenses, and over current, as well as the capital assets and liabilities of 
the city. The detailed income and expense accounts (kept in the several 
departments subject to this general control) would enable them not only 
to report the general operative results, but also regularly to lay before 
departmental and operative heads statements of income and expenses in 
such detail as is required. 

“The exact details are not for us to recommend. These should be 
worked out in conference with the comptroller and the several parties 
in interest, after an exhaustive study of every phase of each branch of 
activity. If, upon such inquiry, it should be found that any of the items 
suggested should be changed to better adapt a form to administration and 
accounting use, such alterations or changes may be made without 
impairing the principle of publicity suggested. 

“For the information of the several heads of the Water Systems, as 
well as for the information of the head of the department, the Income 
and Expense, as well as the collateral, physical, and operative statistics 
of each separately operated system, should be regularly reported in detail 
from the accounts and subsidiary records. Assuming that the detailed 
account, as well as the detailed reports of the several boroughs or 
systems may have a common classification, the detailed reports from the 
borough accounting offices where the Income and Expense Ledgers are 
kept may be used as journal entries for the accounts of the central office 
of the department, thus enabling the chief bookkeeper of the departments 
to render a report in detail for each of the systems, or a consolidated 
report for them all, in a form, desired within a few days after closing 
of each calendar month. For example: the expenses of each adminis- 
trative office may be classified to show: (1) Salaries and Wages; (2) 
Office Expense; (3) Miscellaneous Administrative Expenses, with details 
under each classification. 

“A common classification may also be established for laboratories, 
pumping stations, filtering plants, and each of the operative divisions of 
the several systems, thus supplying for each system a common basis for 
reporting in detail items of expense, which may finally be grouped and 
summarized in a general report. Upon such classification, detailed 
expense accounts may be established in each of the borough offices over 
which an accounting control may be exercised by the central accounting 
office of the department, and which in turn may be controlled from the 
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offices of mayor and comptroller. By the installation of properly classi- 
fied expense accounts in each of the departments, and general expense 
accounts over each of the departments in the office of comptroller, a 
complete expense accounting may be made effective, and information will 
come regularly to those in administrative relation necessary to judgment 
in the direction and control of the city’s business. 

“Tt is to be noted that in a system containing budgetary accounts only, 
no place is found for any item of expense which does not represent a 
charge against an appropriation. A department of municipal activity 
should have an accounting means of determining the cost of operation 
as accurately and as promptly as would be if its authority to spend did not 
come through appropriations. The expense incurred by a department 
for supplies is not reflected by the amount purchased and taken into 
stock. From an operative point of view the officers and the public wish 
to know what is the relation of the cost of operation to the income or 
other provision made for meeting the cost, and whether the several 
systems are being economically managed. 

“The introduction of distinct accounts which will reflect expenses as 
separate and apart from the provision made for the payment of claims 
against the city on account of purchases, would accomplish this result. 
Without such accounts this information would not be available. 

“Under a system which makes provision for budgetary accounts only, 
there are no centrally controlled accounts showing the operations, the 
cost, and present condition of properties. This is true for the same reason 
that there are no accounts giving true expenses. When an expenditure is 
made, it is written against an appropriation. The result is to show the 
balance of appropriations unexpended, and in the contra-entry may be 
shown the total or aggregate of appropriations for a specified purpose. 
These accounts are proper and necessary to financial control, but they 
give little or no true information with respect to operating results or 
proprietary condition. The budgetary accounts and the property and 
expense accounts are essentially different in purpose, and one class or 
character of accounts may not be successfully used for the purpose of 
giving the data intended to be shown through the other. 

“In addition to the control offered through the books of account, the 
physical and operative statistics which may not be stated in dollars and 
cents, must be kept in separate statistical records, and should be so 
coérdinated with the accounts that each may be used to supplement the 
other in giving the information needed for determining any factor or 
result of management required. 

“There has been no attempt in this report to do more than suggest 
general principles of accounting and reporting, which may be applied to 
the financial as well as the operative management of a city, believing that 
if the principles herein suggested be approved by the city administration 
further investigation should be undertaken with a view of receiving a 
detailed plan of accounting control for permanent adoption.” 

After discussing some of the political and other difficulties to be en- 
countered in the revision of the present system, the report gives a 
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recommendation with respect to the offices of comptroller and the com- 
missioners of accounts. This includes a change both in the accounting 
methods and in organization, so as to give effective administrative control. 
In this connection the Commission advises that the comptroller be per- 
mitted to call to his assistance independent professional advice in 
devising and installing improved methods, and that he have a free hand 
in dismissing departmental accounting heads and chief assistants when he 
deems it desirable for the good of the service. 

The above plan is to gain centralized control and promote economy 
and uniformity in the system. 

Complementary to this system of accounting control, the office of 
commissioner should be principally occupied (a) with auditing the 
accounts and reports of departments, and (b) as a court of expert inquiry 
for information of the mayor with respect to administration. 

The second suggestion, which involves a somewhat more radical 
change in charter provisions, is to the effect that the office of comp- 
troller be entirely relieved from all responsibility for the administrative 
accounts, that is, control over the department records essential to executive 
efficiency and administrative economy may be transferred to the office of 
commissioners of accounts. This would give the latter the power to 
devise and install bookkeeping methods and systems in all departments of 
the city government, excepting in the office of the comptroller, and 
should be given power to remove departmental accounting heads. 

The chief argument throughout the report is one for centralized 
accounting control in the city government, so far as it would be con- 
sistent with efficient administration. 


The chair in accounting in the University of Birmingham School of 
Commerce, which was vacated last December by Mr. Lawrence R. 
Dicksee, has been filled by the appointment of Mr. Sidney Stanley 
Dawson, F. C. A., senior partner in the Liverpool firm of Dawson, 
Langley, Chevalier & Graves. Professor Dawson is author of an 
“ Accountant’s Compendium,” a “Lexicon for Trustees in Bankruptcy 
and Liquidators of Companies,” and a treatise on “ Trustees’, Liquidators’, 
and Receivers’ Accounts”; and has had considerable experience as a 
teacher and lecturer. In this connection it is interesting to note that the 
University of Birmingham has been for some time advertising the vacant 
professorship of accounting, and inviting applications, the stipend being 
announced as £300. We do not remember ever having seen an advertise- 
ment of this character in the United States, yet our universities may be 
compelled to have recourse to advertising in order to learn what account- 
ants are both willing and able to teach. It would be interesting to know 
whether the advertisement in any way helped the University and Mr. 
Dawson to discover each other. 

John C. Hertle has resigned the office of Commissioner of Accounts 
of New York City. 


| 
at 
| i 
| 
393 


Book Department. 


QUASI-PUBLIC CORPORATION ACCOUNTING AND MANAGEMENT. 
An Exposition of Accounting Forms and Methods for Quasi-Public 
Corporations. By John F. J. Mulhall, P. A. Corporation Publishing 
Co., Boston, Mass., 1905. 

The purpose of the work may be stated best in the author’s own words. 
In his preface he says: 

“It is the intention of the writer to state briefly the books, forms, and 
methods necessary for the proper organization and management of the 
business and the recording of all essential details of Revenue, Operation, 
Maintenance, and Construction, with the least possible expenditure of time 
and labor consistent with good management and explicit statements as to 
Profit and Loss and Assets and Liabilities.” 

To be sure, owing to the scarcity of material data bearing upon Quasi- 
Public Corporation Accounting and Management, as well as upon Public 
Corporations, or for that matter upon corporations in general, a work 
that exposes books, forms, and methods, will always be heartily welcomed, 
not only by the officers of such corporations, but also by the accounting 
profession as a whole. 

The book contains twenty parts, dealing with different topics pertain- 
ing to Quasi-Public Corporations, especially, however, with “Water 
Works,” “Gas Works,” “Electric Light Works,” “Steam Heating 
Works,” “Telephone Companies,” and “Electric Railways.” While in 
some forms and arrangement of financial statements the author may be at 
variance with those adopted by modern accountants, it must be remem- 
bered that, in many cases forms as well as statements have to be made in 
accordance with the requirements of the law, in the framing of which, in 
most cases, accountants are, unfortunately, not consulted. 

The classification of Revenue and Income is admirable. The author 
makes great use of the columnar forms of books, to aid in properly classi- 
fying all the items of Revenue and Income, under main and auxiliary 
headings. The book not only gives the forms necessary for the proper 
recording of the transactions, but also shows by illustrations what each 
account should contain, i. e., what it should be charged with, and what it 
should be credited with, which adds materially to its thoroughness. Taking, 
for instance, part three, dealing with Water Works, as a base; it begins 
with the Application Book and Form, followed by the Service Card, 
Plumber’s Card, Meter Bill, Service Pipe Bill, Collector’s Report, Treas- 
urer’s Report, House to House Inspection Book, Meter Book, On and 
Off Book, Books of Original Entry, Auxiliary Books, Accounts and 
Vouchers, and Classification. 

Officers of corporations, as well as accountants, will find this book a 
thorough guide for the introduction of books and forms for such corpora- 
tions as the book treats of, and the classification of Revenue and Income 
may, with advantage, be used as a model for general classification in 
business concerns. Leo GREENDLINGER. 
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AMERICAN RAILWAYS AS INVESTMENTS. A Detailed and Compar-— 
ative Analysis of all the Leading Railways, from the Investor’s point 
of view; with an introductory pte on the Methods of Estimating 
ow Values. By Carl Snyder. The Moody Corporation. New 

ork. 

The very wealthy are thoroughly versed in the theory and the art of 
investment. They know when a stock is cheap, when it is dear. They 
know how to sell a dear stock where other people think that its price is 
going higher, and how to buy a cheap stock when others are still 
pessimistic in regard to the course of its market price. 

But the investing public, that great mass of people who at the most 
save only a few hundreds of dollars a year each, yet who in the aggregate, 
supply the vast billions of new life blood to the expanding industries of 
this country, does not know how to judge an investment. The great 
quantities of funds which every year are drained away from its savings 
by promises of twenty, forty or one hundred per cent. returns on risky 
and fraudulent mining, oil-producing and other enterprises, testify to this 
fact. Therefore, any book which will show this great multitude of savers 
how to go about the work of investigating a stock or bond or other pro- 
posed investment will be of great value and meet a felt need. 

This is the principal value of Mr. Snyder’s recent work on “ American 
Railways as Investments.” Six hundred and ninety-seven out of the 762 
pages of this volume are devoted to an investigation, one by one, of the 
investment strength and value of the securities of ninety-eight of the lead- 
ing railway systems of the United States and Canada. But though these 
analyses are admirably presented, except as illustrations of the method of 
judging investments, they contribute only a minor part to the value of the 
book. Its chief value will be found in the fifty-one pages of introductory 
matter in which the author outlines the theory of investment values and 
the method of investigating the investment strength of a railway share 
er bond. 

“The problem of railway valuation,” says Mr. Snyder, “is compara- 
tively simple, and beyond the reach of but few. A railway is primarily a 
carrier, a carter, a drayman. Obviously then in considering an invest- 
ment, we shall ask, What sort of a road has it? What sort of vans and 
what sort of horses? What sort of trade? A teamster doing business 
on a fine level macadamized road, with big, heavy vans, and heavy draft 
horses can work at a profit, and underbid a carrier with old vans and poor 
horses working on roads of heavy grade. So, for example, a railroad, 
other things being equal, with a water grade like the New York Central 
has a tremendous advantage over an up and down grade like that of the 
Erie. The Illinois Central can do business much more cheaply than the 
Missouri Pacific. A road with a magnificent equipment like the Lake 
Shore can under cut a poorly equipped road like the Nickel Plate. 

“The initial facts that we wish to know of a railway then are, What 
sort of a road has it; what is its traffic; does it get good rates? When 
we know what business it does, what its earnings are, then we shall ask 
how it is capitalized, what are the fixed charges these earnings have to 
bear, what is there left, and the amount of stock which has to share the 
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surplus. We shall ask if its earnings are stable; if the maintenance 1s 
adequate, if the policy of the road is conservative, if its management is 
good or bad. When we have done all this, then we shall go into the 
market, ask the prevalent rate of money and by a simple rule of thumb, 
we shall know, in a broad way, whether the stock is cheap or dear.” 

To the above might be added, How are the volume of business done 
and the earnings increasing? “ But such would be an exhaustive analysis, 
which few would care to make,” says Mr. Snyder. “ And, in reality, there 
are, in the end, only three or four main facts which the investor wishes to 
know. If he is purchasing bonds he will want to know their price, their 
yield, their security.” It should be interpolated that the margin of net 
income over the bond interest and other fixed charges is as much an ele- 
ment in the security of a bond as is the proper drawing of the mortgage 
investment which pledges the property of the corporation. “The case is 
not radically different for the purchaser of stock; but here he will look 
more to earnings, more to the future; in a primitive sense of the word, 
he will speculate a little on the future dividends and future values.” 
“The investor in stocks . . . will make his purchases not merely 
with an eye to dividends, but to increment in the value of his holdings as 
well. It follows, therefore, that the purchaser of stocks will wish to know 
more about the condition of the road, its management, its prospects. He 
will consider the price of the stock, the immediate return on his money, 
and the chances for enhanced value.” 

The plan of investigation as applied to the stocks of the important rail- 
way systems is as follows. First, after a few introductory remarks comes 
a brief history of the organization and development of the system in ques- 
tion. Then follows an account of the ownership in the company’s stock, 
showing how the stock is distributed among the investing public, also 
reciting the directorate and the principal interests, such as the Gould, the 
Morgan, the Vanderbilt, etc., represented in the control. 

This is followed. by an analysis of the system’s capitalization, the 
method of which is sufficiently novel and important to merit a separate 
paragraph. It may be illustrated by reproducing the treatment accorded 
to the Boston & Maine’s capitalization. To the par value of the com- 
mon and preferred stock, which amounted to $27,787,870, is added the par 
value of the funded debt, $31,305,543, giving a total “nominal capital” of 
$59,093,413. To this is added the sum of $126,862,500, which represents 
the rentals paid by the Boston & Maine, capitalized at 4 per cent. per 
annum. From this total is deducted $10,535,094, which is the book value 
of the securities of subsidiaries owned by the Boston & Maine. The 
result is the “approximate net capitalization” of the system, namely, 
$175,420,819. This is finally reduced to an average per mile, namely, 
$77,660, by dividing by the average mileage operated, 2,287, and with it is 
compared the net earnings and that part of the capitalization which 
consists of stock. 

The part of this procedure which seems novel is the capitalization at 
the assumed savings bank rate, 4 per cent., of the rentals paid by the 
pari xt company for its leased lines, and the deduction of the book value 
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of securities owned, as a step in ascertaining the system’s capitalization. 
The method which first suggests itself to the reader is to add to the 
nominal capitalization of the parent company, the par value of the issued 
stocks and bonds of its subsidiaries and to deduct therefrom the par 
value of such stocks and bonds which the parent company owns. In this 
way par values are dealt with all the way through; and the question sug- 
gests itself, If, in ascertaining a company’s capitalization, the par value of 
its outstanding bonds is to be taken, why should the bonds of its sub- 
sidiary be put in at a valuation obtained upon a different basis? The 
author’s practice is no doubt an outgrowth of that current among finan- 
cial writers of stating that this or that railroad is bonded at the rate of 
$30,000 per mile. The author very aptly points out that the vital question 
is not how much does the bonded debt per mile amount to, but what 
interest does this debt call for, and how does this interest requirement 
compare with the income available for its payment? The question is thus 
shifted from the total capitalization to the comparison of the interest or 
dividend requirement of each part of that capitalization with the income 
which will be available to meet it. The statement that one road is bonded 
to the extent of $30,000 a mile while another is encumbered to the extent 
of $50,000 a mile is misleading for two reasons; viz.: the bonds of the 
second may bear only 4 per cent. interest while those of the first bear 6 
per cent.; the net income of the second may be many times the amount 
required to meet the interest, while that of the first might be barely 
sufficient. But it is difficult to see wherein the author betters the com- 
parison by substituting capitalized rentals for the par value of the bonds 
and stocks of subsidiaries. It would have been more consistent to have 
abandoned the capitalization idea except as to the comparison between 
the nominal capitalization and the income available for the payment of 
interest or dividends upon it. 

In connection with capitalization the plan of investigation also includes 
the equities enjoyed by the parent company in the earnings of other sys- 
tems such as the New York Central holds in the net earnings of the 
Michigan Central by virtue of its ownership of most of the capital stock 
of that company. A brief account of the increases of capitalization which 
have taken place during the last five years, the manner of the increase, the 
prices received, the proportion of new to old securities, the purposes, etc., 
is considered a valuable part of the analysis as showing whether the finan- 
cial management of the company is good or reckless. 

The character of the traffic, whether all agricultural or whether evenly 
distributed among all the classes is important because of its effect upon 
the stability of the company’s earnings; needless to say, diversified traffic 
conduces to stability of earnings. Stability of earnings is important 
because of its bearing upon interest payments and the stability of divi- 
dend rates; gross earnings are reduced to a mileage basis to show their 
growth and fluctuations. 

The question of maintenance is very important. Are the expenditures 
for maintenance made at the rate which the volume of traffic and the 
character of the roadbed would require? Is a proper allowance for main- 
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tenance being included among the expenses so that the net earnings will 
be stated at their true amount, or do the expenses include barely sufficient 
maintenance expenditures so as to unduly swell the net earnings? Is a 
considerable portion of the net earnings appropriated for improvements 
and are these improvements really such or really maintenance expendi- 
tures not properly charged? 

The surplus earnings available for distribution in dividends and their 
relation to the amount required for dividend purposes at the established 
rates is naturally an important point. The stockholder will inquire what 
margin the surplus earnings leave over the amount required to pay divi- 
dends on his stock, for it is this margin which gives stability to the 
market price of his stock. He will also inquire what proportion of the 
total net income is required for the payment of the fixed charges, for the 
margin that is left over these charges is the bondholder’s “Factor of 
Safety,” and the stockholder’s as well. 

The dividend record is inserted as a symptom of good or bad manage- 
ment and of proper or improper capitalization. Finally, from all the data 
which have been given under the above mentioned headings a judgment 
is formed as to the investment value of the company’s stock. Is the 
market price of the stock too low or too high when considered in the light 
of the company’s management, earning power and dividend record? In 
stating this judgment the author gives his opinion merely for what it is 
worth, leaving the reader to agree or disagree according to his own 
interpretation of the data which are given. 

The above constitute the principal points covered in the analyses. 
The introduction contains much other matter on such interesting subjects 
as “ Rights,” their relation to stock watering, how to compute their values, 
their effects upon the value of the stock, convertible bonds and their 
effects upon stock prices, the cycle theory of business depressions, prices 
and the gold supply, and over-capitalization. 

As before intimated the chief value of this book is in giving the 
ordinary investor a method of investigation. The great portion of it 
which is devoted to the various railway systems is, of course, of tem- 
porary value. It will be of permanent value in so far as these analyses of 
the operations of these railroads may be used as practical illustrations of 
the method of investigation. But these two sources of merit are sufficient 
to render this work invaluable to the investing public. 

T. W. M. 


The London Accountant thinks that the powers given to the Public 
Service Commissions in the State of New York “are very autocratic, and 
to our insular minds, at least, unreasonable.” “The width of application,” 
says the Accountant, “seems to be enormous, and one comes to the 
conclusion that the state might just as well, so far as its own boundaries 
are concerned, run the railways itself.” 
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Conpucrep By Leo GREENDLINGER, B. C. S. 


Criticism and exchange of ideas will clear many a doubt and at the 
same time improve shortcomings. To solve, compare, and criticise 
C. P. A. problems, and thereby to aid in bringing about a uniform 
American standard for C. P. A. examinations, is the object of this 
department. With the aid of suggestions and criticism from the profes- 
sional brethren, it can undoubtedly be achieved. Inquiries will be 
cheerfully answered. 


Following are the first, sixth, and fifth problems in the Practical 
Accounting paper, set in the Washington C. P. A. examination, in April, 
1906; also the second problem in the same subject, set in the New York 
C. P. A. examination, in June, 1906, with solutions. 


STATE OF WASHINGTON. a 


QUESTION 1. 


A and B, who had hitherto been in business separately, decided to 
enter into partnership on July 1, 1905. The Balance Sheets of A and B 
were on that date as follows: 


LIABILITIES. 
Accounts Payable. .$1,000 
Capital Account... . 5,000 $6,000 


LIABILITIES. 
Accounts Payable. .$1,500 
Capital Account ... 3,000 $4,500 — Receivable (face 
value 
Merchandise. ............ 


$4,500 


It was agreed that A and B should make over their respective 
accounts receivable at $200 and $150 less than the face values shown in 
the Balance Sheets, these amounts to be charged against their Capital 
Accounts and carried on the partnership books as a reserve for bad and 
doubtful accounts. Of B’s furniture, only $250 was to be taken over by 
the partnership. With the above exceptions the assets and liabilities of 
the parties were to be taken over by the partnership at the Balance Sheet 
boy except that B was to invest in the partnership, in cash, a sum 
which, after making the adjustments above referred to, would make his 
capital account the same as that of A. 

Draw the Balance Sheet of the A and B partnership on July 1, 1905, 
giving effect to the foregoing provisions. 
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SoLuTION. 
BALANCE SHEET OF THE FIRM OF A AND B, AS AT 
JULY 1, 1905. 


ASSETS. LIABILITIES. 


$2,900 Accounts Payable $2,500 

Accounts Receivable $4,000 A. Capital Account $4,800 

Less Reserve for bad B. Capital Account . 4,800 9,600 
35° 3,650 


$12,100 $12,100 


QUESTION 6. 


X receives from his customer, Y, a note in settlement of his account. 
This note X discounts at his bank. Draft entries. 


Notes receivable 
To 
for his .. days note, in settlement of 
account. 


r. 
Proceeds of discounted note, received 
from Y. 
on Y’s note for .. days. 
To notes receivable discounted Cr. $——_- 
for Y’s note discounted at the bank. 


To notes payable $———- 
for our .. days note given in settlement of 
our account up to date. 


QUESTION 5. 


X and Y enter into partnership, X’s capital being $20,000, and Y’s 
$15,000. Capital is to bear interest at 10% per annum; profits are to be 
divided equally between the parties. The profits for the first two years 
(after charging interest on capital) were: 

Ist year 
2d year 7,500 
and the drawings of the partners (in excess of salaries) were: 
x $1,500 first year, $1,750 second year 
I ‘ “ 


Y 
_ At the end of the second year, Z was admitted to partnership, and put 
into the business the same amount of capital as Y had in the business at 
that time, and on the same conditions as to interest and division of profits. 
The profits of the business for the third year were $12,000, and the 
partners’ drawings in ae of salary were: 


Merchandise ............. 4,550 | 
2,000 
| 
SoLuTION. 
X’s Books. 
$—— 
Y’s Books. 
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Construct the capital accounts of the partners for each of the three 
years, showing the balance of each at the end of the third year. 


SOLUTION 
X’S. CAPITAL ACCOUNT. 


To Withdrawals $1,500.00 
10% Interestonsame. 150.00 
ce carried down.. 23,350.00 


$25,000.00 


To Withdrawals $1,750.00 
10% Interestonsame. 175.00 
Balance carried down .27,510.00 


$29,435.00 


To Withdrawals $1,750.00 
10% Interest onsame. 175.00 
nce carried down. 32,336.00 


$34,261.00 


By Investment $20,000.00 
10% Interest onsame 2,000.00 
50% of profits (1st yr.) 3,000.00 


$25,000.00 

By Bal. brought down. .$23,350.00 
10% Interest onsame 2,335.00 

50% of profits (2d yr.) 3,750.00 
$29,435.00 


By Bal. brought down. . $27,510.00 
10% Interest onsame 2,751.00 


33$% of profits (3d yr.) 4,000.00 


$34,261.00 
By Bal. brought down $32,336.00 


Y’S. CAPITAL ACCOUNT. 


To Withdrawals $1,200.00 
10% Interestonsame. 120.00 
Balance carried down. 18,180.00 


$19,500.00 


To Withdrawals $1,500.00 
10% Interestonsame. 150.00 
nce carried down . 22,098.00 


$23,748.00 


To Withdrawals 
10% Interest on same. . 
Balance carried down. 26,547.80 


$28,307.80 


By Investment $15,000.00 
10% Interestonsame 1,500.00 
50% of profits (1st yr.) 3,000.00 


$19,500.00 


By Bal. brought down. .$18,180.00 
10% Interest onsame 1,818.00 
50% of profits (2d yr.) 3,750.00 


$23,748.00 


By Bal. brought down. . $22,098.00 
10% Interest onsame 2,209.80 


334% of profits (3d yr.) 4,000.00 


$28,307.80 
By Bal. brought down $26,547.80 


Z’S CAPITAL ACCOUNT. 


To Withdrawals 
10% Interest on same 


$1,500.00 
150.00 


ce carried down. 26,657.80 


$28,307.80 


By Investment $22,098.00 
10% Interest onsame 2,209.80 
334% of profits 4,000.00 

$28,307.80 

By Bal. brought down $26,657.80 
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STATE OF NEW YORK. 
QUESTION 2. 


The following is the trial balance of the Arlington Manufacturing Co. 
at the close of business, December 31, 1904, the end of the second Fecal 
year of the company’s operations: 


$25,324 
100,000 
200,000 
300,000 
Tools and implements 40,430 
Horses, wagons and harness. . 30,000 
Office furniture 5,201 
Bills receivable 25,812 
163,374 
Investments 20,000 
Salesmen’s accounts, advances on salaries 1,960 


Organization expenses, $15,000, less 2%....... 14,700 
Goodwill 200,000 


de iation—buildings 24% 


“oe 


Capi 
Sales less returns and allowances. ............ 
Rent of part of business premises 

Inventory December 31, 1903 104,621 
Purchases, including furniture and cartage 395,662 
Labor—factory payrolls 600,400 
Salaries of officers, clerical force 75,120 
Salaries of salesmen 60,440 


Maintenance—repairs, buildings, machinery, 
horses and wagons 

Profit and Loss 1903 surp 60,070 

Expenses, stable, office, legal and unclassified. . . 


$2,483,156 | $2,483,156 
NOTE: 
Inventory December 31, 1904 $270,560 
Factory payrolls accrued but not paid. .. 5,75° 
Unexpired insurance 


From the trial balance and notations, prepare a trading account and a 
Profit and Loss Account, writing off 2% of organization expense. After 
stating the net profits for the year, make the same reserves for deprecia- 
tion as were made at the end of the first or preceding year. Show as a 
final balance at credit of Profit and Loss the surplus available for divi- 
dends. Also prepare a balance sheet as at December 31, 1904. 
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Special accounts—officers and clerks..........) ........ 15,363 
i Reserve for bad debts—less accounts written off} ........ 112 
15,000 
q orses, wagons, etc. 
4 1,000,000 
i 1,240,600 
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Com MENTS. 


The three selected problems of the Washington State Board of 
Accountancy are a fair representation of the examination, set by that 
board, in the Practical Accounting paper of April, 1906. The second New 
York State Board problem is also a fair representation of the six prob- 
lems, set by the New York Board, in the Practical Accounting paper of 
June, 1906, especially so, as this is one of the required problems. 

Anyone that is at all familiar with the New York State Board 
examinations, will, by a mere glance at the representative problems, 
recognize the wide difference of the standards required by each State 
Board. Question six, of the Washington paper, belongs rather to Theory 
of Accounts than to Practical Accounting. 

A close inspection of the problems will, however, show that the Wash- 
ington paper possesses some merit. This paper, as a whole, is so inter- 
woven with legal technicalities, that only a thorough knowledge of part- 
nership law will enable anybody to solve the problems correctly; while the 
New York paper in Practical Accounting requires but a slight knowledge 
of commercial law to enable one to solve the problems. Another feature 
to notice is that while an omission of information, necessary to the 
correct solution of a problem, can, in the case of the Washington paper, 
be supplied readily by the experienced practitioner, from custom or law, 
in the case of the New York paper, when information is omitted it is 
generally such that one has to guess what is wanted, and, unfortunately 
(for one taking the examination), usually guesses the wrong things. 

The sequence of what is required in the problem, is, in the New York 
paper, rather loose. In the problem (New York) given above, the final 
part of the question reads: “ After stating the net profits for the current 
year, make the same reserves for depreciation, etc.,” which is somewhat 
ambiguous. Depreciation is a charge against profits, while net profit is 
arrived at, after all charges are deducted. 

So much to comment on the make up of the problems: in regard to the 
solutions, it will be observed that they cover what the problems call for, 
with some slight exceptions. 

Not much comment is called for upon the solution of the first 
(Washington) problem, except the change in arrangement of assets and 
liabilities. Why should a Washington State Board, or for that matter any 
other State Board, in the United States, follow the English form, as laid 
down in the Companies Act (England) of 1862? To quote Lisle on this: 
“The fundamental idea of a Balance Sheet is that it is a statement show- 
ing how the Ledger Accounts of a concern stand at a particular moment 
of time. It would be unnecessary if we could see and comprehend at one 
view the contents of a set of ledgers. As we are unable to do this we 
prepare a Balance Sheet, but why in the process the assets which are on 
the debit side and the liabilities which are on the credit side, as according 
to the principles of accounting they ought to be, should change places, it 
is impossible to justify.” 

In regard to the solution of the fifth problem, it has been assumed 
that the profits ($12,000), in the third year, are obtained after charging 
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interest as was the case in the first and second years. Interest is 
charged on withdrawals, as the problem emphasizes that these withdrawals 
are in excess of salaries allowed, hence decrease the investment, and if 
the investment is credited with 10% interest, it is but fair that withdrawals 
should be charged with 10% interest. 

In the solution of the sixth problem Notes Receivable Discounted has 
been credited and not Notes Receivable (as some prefer), for the reason 
that there remains a contingent liability; if Y does not pay for the note 
X must make it good, and this contingency should be recorded in X's 
books. When Y pays for the note at maturity, we debit Notes Receivable 
Discounted and credit Notes Receivable, thus wiping out the contingency 
previously recorded. 

In the solution of the New York problem the Trading Account is 
arranged to show gross profit on goods sold, regardless of such charges 
as advertising, salesmen expenses, etc. All other charges, though some 
of them are rather directly connected with sales, are carried to the Profit 
and Loss Account, where the final net profit for the current year is shown. 
This being a manufacturing concern, it is fair to arrange the Trading 
Account as it is, while were it a pure trading concern instead of a manu- 
facturing, and the question called for a Trading and a Profit and Loss 
Account such expenditures as advertising, salesmen’s charges, etc., would 
probably have to be classified with the trading account and not with the 
profit and loss account. 

In the Balance Sheet reserves are deducted from each particular asset, 
against which exception was taken, instead of enumerating them in the 
liability side of the Balance Sheet (as some prefer), to avoid ambiguity. 

The problem is silent about the deduction or creating of a reserve for 
depreciation on tools and implements as well as on furniture, so no 
charge has been mad>, nur a reserve created. The problem further fails 
to mention anything in regard to a reserve for bad debts, so none is cre- 
ated, although in this particular instance, losses through bad debts 
having occurred,—as by the terms of the problem, the reserve for that 
purpose has been encroached upon,—a 3% reserve would be desirable. 


‘ 


